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THE WHITE HOUSE 

WASHINGTON 

August 1, 1973 

Small business is proudly emblematic of the freedom of 

opportunity which is our national creed. It expresses the 

freedom of every American to achieve something in his 

own way. 

From the beginnings of our nation, small business has pro¬ 

vided us with some of our best ideas and inventions and it 

has considerably accelerated the growth of our industry 

and of science. Today, small business remains one of the 

strongest forces in the country. It is the livelihood for 

half our population. 

I have always had a strong personal belief in the importance 

of small business. I grew up in a small business family, 

and it was a great source of stability and satisfaction in my 

life. It is also the lifeblood of America. 

When I first took office, I made a commitment that this 

Administration would encourage, develop and preserve 

small business. I urged all Federal departments and the 

Congress to work toward those ends. The Small Business 

Administration deserves special recognition for its inno¬ 

vative leadership in this task. Its financial assistance to 

small business today is more than three times what it was 

when I entered office. More than one-half of all its business 

loan funding during the twenty-year history we are observing 

has been made during my Administration. 

The needs of the small business community remain as sig¬ 

nificant today as they were twenty years ago when President 

Eisenhower signed the SBA Act into law. On this historic 

milestone I reaffirm my pledge to give SBA programs our 

fullest cooperation and support. 

xi 
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Introduction 
As Administrator of the United States Small Business Administra¬ 

tion, I take great pleasure in presenting this volume of essays 
addressed to the problems, operations, and prospects of small 
business firms in the American economy. I am grateful to the 
scholars, businessmen, and Government officials who have contrib¬ 
uted their individual efforts and who have thereby collectively 
assisted the Small Business Administration in celebrating the 
Twentieth Anniversary of its creation by Congress in 1953. 

By a relative reckoning, the Small Business Administration is not 
an old Agency of the Federal Government. Nevertheless, as it 
approaches the age of full maturity, it seems fitting and proper that 
we pause for a moment to review the basic philosophy that led to its 
birth and which continues to serve as a foundation guide post for 
those of us who are responsible for executing the Congressional 
mandate. 

In establishing the Small Business Administration, Congress 
clearly was concerned with maintaining a viable, dynamic and 
progressive role for small enterprises in the American economy. 
Implicit in this desire was the basic notion that our traditional 
values of individual initiative, social mobility, and political freedom 
are significantly dependent upon the strength of the free enterprise 
system, a system which is itself dependent in large measure upon 
the maintenance of competition provided by the existence of a large 
and healthy community of small enterprises. Such a community 
ensures a dispersion of economic power and a safeguard against 
monopoly; it provides an economic climate conducive to individual 
initiative and opportunity; and it furnishes a countervailing force 
against the influence on public policy of an elite comprised of 
owners and managers of giant firms. 

By 1953, Congress had become vitally concerned about the future 
of small business in the United States. It particularly felt that 
imperfections in the money and capital markets threatened the 
survival of many small firms by unduly limiting their access to 
financial resources. Essentially, the problem was that commercial 
bank lending standards were geared to a defensible concern for the 
safety of deposits, whileno reasonable means was at hand for banks 
to undertake greater than average risks in their loan portfolios. 



Both usury laws and the policies of bank regulatory agencies 
precluded the assumption of such risks and, as consequence, 
many otherwise qualified firms were denied the financing they 
needed to survive and grow. Lacking adequate finance, many of 
these firms were merged into larger enterprises, and many others 
simply went out of business. 

Faced with this problem, Congress had at hand a number of 
alternative solutions. From a strictly economic viewpoint, for 
example, it might have elected to relax the standards of regulatory 
agencies as applied to commercial banks; this, however, was not a 
politically feasible solution. Alternatively, the Congress might have 
set up a special Government bank to provide both loans and equity 
capital to small business. While this solution had support (and still 
has), it was not acceptable to the majority, which desired a less overt 
intervention in the market. 

The solution Congress adopted was one in which the role of the 
Federal Government was supportive rather than dominant, and 
geared to encouragement rather than regulation and control. Thus, 
a basic feature of the original legislation of 1953 was a program of 
lending guarantees under which the Small Business Administration 
would undertake, with public funds, to guarantee a proportion of 
commercial bank loans to small firms in circumstances where such 
loans would not otherwise be made. In this way, the formerly sub¬ 
marginal loan applicant receives bank funds, and loan risks are 
shared by private banks and the Federal Government. 

Since both this program and others more recently mandated by 
Congress are discussed elsewhere in this volume, I need not dwell 
on the details of our activities in support and encouragement of 
small business enterprise. Rather, I propose to discuss quite briefly 
some of the broad principles that serve to guide the present 
Administration of the Agency. 

The first of these principles is that we can best help small firms 
achieve success in their enterprises where such assistance is capable 
of being combined with private management and market factors 
that are themselves conducive to success. We have no illusions that 
our role is to provide permanent financing or other assistance to 
individual firms which lack the requisites for long-run survival in a 
competitive market. Instead, we seek to provide a temporary 
catalyst for achieving success where such catalysts are not available 
in the private marketplace. 

A second principle which guides us is the belief that our 
programs should “pay-off” in the long-run. I conceive of this in 
business terms, specifically that each program should generate 
benefits that exceed its costs and that limited public funds should be 
employed in those programs which promise the highest rate of 
return. Where costs exceed benefits, and can be expected to do so 
over a long period of time, we should clearly identify the type and 
volume of subsidy involved. In this regard, our continuing studies 
indicate that SBA programs have contributed substantially more to 
the economy than they have cost. 

xiv 



The third principle is a corollary of the second. In providing 
assistance to small business, we are vitally concerned that we achieve 
our goals as efficiently as possible. This involves continuing efforts 
to improve the productivity of the people who are employed in the 
Small Business Administration. Over the past two years, for 
example, we have been able to provide for a remarkable expansion 
in our programs, both in terms of numbers of assisted enterprises 
and total dollar volume of such assistance, while reducing the total 
number employed in providing these services. And as we achieve 
success in helping small businessmen utilize their own resources 
effectively, we attract a competent and dedicated group of men and 
women. 

The Small Business Administration takes pride in recent statistics 
which testify to the success of this Agency in meeting the mandates 
of Congress. 

In 1972, SBA approved a record 230,000 loans to small busi¬ 
nesses and in natural disaster emergencies for more than $3.1 
billion. This was an increase of 91 percent in volume and 89 
percent in dollars over 1971. This 12-month period alone repre¬ 
sented 26 percent of the total funds loaned or guaranteed since the 
Agency was created by the Congress in 1953. 

In 1972, SBA made 32,375 business loans for $1.9 billion, an 
increase of 49 percent in value over the previous year, and a new 
record. Loans to small business during the last four-year span, 
1969-1972, totalled over $4.7 billion, or 50 percent of all business 
loans made by the Agency in 20 years. 

Banks invested nearly $1.7 billion in SBA’s loan programs in 
1972, 56 percent over the previous year. Two-thirds of the Nation’s 
banks were participating in the programs, compared to one-tenth in 
1970. 

In 1972, 760 projects for $91 million were funded in the Local 
Development Program, a 30 percent gain in number of projects and 
36 percent in dollar volume over 1971. 

Active Small Business Investment Companies (SBICs) became 
larger in 1972 and their equity financings in small businesses 
greater. 274 SBICs reported private capitalization of $340 million, 
up nearly 5 percent. Their financing activity was $169 million, up 8 
percent. 

In 1972, small businesses received $12.6 billion in prime and 
subcontracts from the Federal government, a 10 percent increase, 
and their share of total government procurement moved upward to 
29 percent. This was a turnaround from a declining trend in recent 
years. 

Disaster loans to businesses and homeowners struck by floods and 
other natural disasters rose sharply in 1972 to nearly 198,000, or 
106 percent more than in 1971; the dollar outlay was $1.2 billion, a 
221 percent increase. 

SBA loaned $309 million to 9,500 businesses owned by minorities 
in 1972, an increase of 34 percent in value over 1971. 16 percent of 
the SBA loan dollar went to minorities during the year. Federal 
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contracts set aside for socially and economically disadvantaged 
persons under SBA’s 8(a) program totalled more than $208 million, 
compared to $74 million the previous year. 

Finally, we estimate that SBA’s loan and procurement programs 
helped create and maintain more than one million jobs. 

Thus, our tasks have greatly expanded in response to the needs 
of the small business community. Moreover, there is evidence that 
we have yet to approach a levelling off of these needs. I believe we 
have established a remarkably good record in carrying out the 
responsibilities that Congress has given the Small Business Adminis¬ 
tration. Of great satisfaction to me is the knowledge that this record 
has been established without a vast and growing bureaucracy, with 
an ever diminishing volume of red-tape, and without unnecessary 
and stifling Government regulation and control. 

We in the SBA are proud to serve “The Vital Majority”—the 
small business enterprises which comprise 95 percent of all private 
business firms in the United States, which account for 51 percent of 
the Nation’s business employment, and which furnish over 43 
percent of the privately-produced Gross National Product. 

In conclusion, the past twenty years have provided a wealth of 
experience to guide our future course. This course has now been 
charted, and I believe we have every reason to look with confidence 
to the challenges of the years ahead. 

Thomas S. Kleppe 

Administrator 

U.S. Small Business Administration 
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This volume of essays is designed to provide useful information for 
both the owners and managers of small firms and the student of 
business with a special interest in this sector of the economy. The 
essays cover a broad range of subjects of interest to both business¬ 
men and scholars: finance, accounting, marketing, Government 
assistance programs, information systems and computerization, 
research and development, management strategies, labor relations, 
taxation and market structures. Each of these areas is treated 
intensively in one or more of the chapters which follow. 

The small business owner or manager faces problems and must 
make decisions in areas similar to those confronted by larger 
enterprises. Nevertheless, the small business is not merely a large 
business in microcosm, and the problems it faces and the decisions 
which it must make are not simply small scale variations of those 
that confront a General Motors, an I.B.M. or a Hewlett-Packard. 
While some business principles may have quite general application 
without regard to the size of the firm, others are unique to small 
enterprises. Moreover, the application of even the most general 
principles of business requires the recognition of differences in the 
constraints that apply to different scales of operation. This volume 
is, then, devoted to the examination of the special problems of small 
businesses, the particular constraints upon their operating decisions, 
the factors involved in their success and failure, and the various 
Government programs which provide assistance to them. Each 
chapter has been written by a recognized expert (or experts) in the 
field covered; many of the authors have both theoretical knowledge 
and operating experience in the subjects on which they have 
written. 

Although each essay in this collection may be read independently, 
the chapters have been arranged to provide as much continuity as 
possible. A possible exception to this involves the chapters on the 
several Small Business Administration programs, which are placed 
in conjunction with the chapters concerned with each Program area, 
rather than in a separate section. Nevertheless, the reader especially 
interested in SB A programs may profitably read Chapters I, IV, VI, 
XIII AND XVIII without a careful examination of intervening 
chapters. 
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The volume is divided into four parts: I: Introduction; II: 
Finance; III: Management and Operations; and IV: Business 
Organization and Public Policies. Notwithstanding this broad cover¬ 
age, no attempt has been made to provide an encyclopedic 
treatment of small business, a task that would require many 
volumes. Given scarce resources and the necessity for choice, several 
topics of considerable interest have been of necessity omitted 
including, for example, the problem of valuation of the closely-held 
small enterprise. 

The authors of the essays in this collection were given broad 
freedom to develop their topics as they deemed most appropriate. 
Although the volume is sponsored by the U.S. Small Business 
Administration, the views expressed and conclusions reached by the 
“outside” writers should not be inferred to represent those of either 
the Agency or the Federal Government. This caveat does not apply 
to the prefatory statements, nor to Chapters I, IV, VI, XIII, and 
XVIII, which latter were contributed by responsible officials of the 
U.S. Small Business Administration. 

As editor of this volume, I have debts to many individuals who 
assisted in bringing the work into being. Within the Small Business 
Administration acknowledgement is due to Thomas S. Kleppe, 
Anthony G. Chase, Ronald Coleman, Herbert Mills, I. Townsend 
Burden, III, Evelyn Cherry, Alexander A. Troffey, Paul Lodato, 
Michael J. Fontana, Jonelle Wadsworth, Cathy McCarthy, Kathy 
Cudmore and Bruce Goodpasture. 

Special thanks are due to the authors who contributed to the volume, 
not only for the substance of their work but also for meeting their 
commitments with alacrity. JoAnn Carson and Carolyn Carson contri¬ 
buted to the final preparation of the manuscript for publication. 

Deane Carson 

Columbia University 
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Federal Support of 
the Vital Majority: 

The Development of the 
U.S. Small B usiness 

A dministration 

Anthony G. Chase 

Anthony G. Chase is presently a partner in the Washington, 
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Until recently he served as Deputy Administrator of the U.S. 
Small Business Administration and formerly teas SBA’s General 
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Currency. He has lectured and written extensively in the fields 
of banking, financing and on related legal matters. The author 
wishes to express his appreciation for the invaluable assistance of 
his Special Assistant, I. Townsend Burden, III, for his help in the 
preparation of this essay. Similarly, the author would like to cite the 
expert and dedicated services of a highly professional, Confidential 
Assistant, Miss F. Marguerite Owens. 
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Introduction 

The essence of the American economic system of private 
enterprise is free competition. Only through full and free 
competition can free markets, free entry into business, 
and opportunities for the expression and growth of 
personal initiative and individual judgment be assured. 
The preservation and expansion of such competition is 
basic not only to the economic well-being but to the 
security of this Nation. Such security and well being 
cannot be realized unless the actual and potential capacity 
of small business is encouraged and developed. It is the 
declared policy of the Congress that the Government 
should aid, counsel, assist, and protect, insofar as is 
possible, the interests of small-business concerns in order 
to preserve free competitive enterprise, to insure that a 
fair proportion of the total purchases and contracts for 
property and services for the Government be placed with 
small-business enterprises, and to maintain and strengthen 
the overall economy of the Nation.1 

1 The Small Business Act of 1953, P.L. 163-83, Title II, Section 202. 



The above statement introduces Title II of Public Law 163-83, 
more commonly known as the Small Business Act of 1953. With this 
statement the United States Congress officially recognized small 
business as a mainstay of the United States economic system and 
identified it as a strong political and economic force to be defended 
and supported by the Government. 

Historically, the Federal Government has not always considered 
itself obligated to support the small business community of the 
United States, or for that matter, any other segment of the 
economy. The traditional role of the Federal Government was that 
of a supplier of indispensable public services to an economic system 
where the capital goods are owned and controlled by individual 
citizens. Yet, circumstances change and the role of Government has 
evolved over time from the basic laissez-faire, States-rights system of 
our founding fathers to the mixed economic system we have today 
wherein the role of Federal Government in some way touches 
almost every facet of a citizen’s life. 

The epoch between the founding of the Nation and the Civil War 
is most responsible for the traditional concept of the American 
economic system. During this period almost all business in America 
was “small”, the rights of the individual entrepreneur were extolled, 
and the American economy was fundamentally in balance with no 
one segment exercising inordinate power over any other. There was 
little or no oligopoly or monopoly present to disrupt the laissez- 
faire system, and the “Invisible Hand,” envisioned by Adam Smith 
in the Wealth of Nations, maintained equilibrium in the autarkic 
economy. Under these circumstances, there was no need for 
Government intervention, especially not on any scale that would 
cause dislocations to or disequilibrium in the workings of the 
market. 

The first significant impact of Federal Government involvement 
in the day to day operation of the Country’s economic system was 
felt in the period commencing with the Civil War and lasting 
through World War I. It was during this period that the first 
indications of geometric growth of big business began to emerge, 
and with that growth, the evils of economic concentration associated 
with monopoly and oligopoly became apparent. It was also during 
this time period that Congress began to act to contain these forces; 
first, with the enactment of the Sherman Antitrust Act (1890), to 
curb cases of business combination in restraint of trade, and then in 
1914, with the Clayton Act, to clarify the Sherman Act and 
strengthen the forces allied against big business. 

In any event, and for a host of reasons, the United States 
economy has, since World War I, witnessed an ever increasing role 
of the Federal Government in responding to crisis where no private 
institution was apparently capable of coping with the situation. 

Even with this Federal intervention arguably indispensable to the 
preservation of the system, it, as a side effect, caused a tremendous 
growth in the complexity of the economy and the resultant 
bureaucratic morass frustrated many individuals’ ability to work 
through the system. Consequently, in order to protect individual 
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economic determination, the Federal Government was forced to 
assume on a continuing basis a strong position supporting the 
concept of a free and viable small business community. 

This paper is concerned with the whys and hows of the birth of 
the U.S. Small Business Administration: that organization estab¬ 
lished to promote and protect the small business sector of the 
economy. I will not spend much time delving into the structure or 
operation of any of SBA’s individual programs. Later papers in this 
volume will assume that task. Yet to comprehend the SBA’s mission 
the reader must at least have a cursory understanding of the 
Agency’s major program areas. 

First and most importantly, SBA is a financial institution. It makes 
equity capital and general credit available to small independent 
business enterprise. Secondly, SBA assures that small business will 
receive a fair and equitable share of the Federal dollar spent on the 
goods and services required in Governmental operations. Third, 
SBA offers substantial indirect assistance to small business through 
its management and technical assistance program and through its 
advocacy role by which it promotes the interest of small business to 
assure the general welfare of this important segment of the 
American economy. 

Finally, encompassing all of the above program areas, SBA has a 
major commitment to assist members of socially and economically 
disadvantaged groups, such as members of minority races, obtain 
the same benefits from the American system which are available to 
their more fortunate brethren who represent the majority of this 
Nation’s population. 

Each of these program areas has a definite reason for its 
existence, a particular legislative mandate authorizing its implemen¬ 
tation, and a history through which it has evolved into its present 
state. Though SBA operates under a whole host of statutes, there 
are particularly three acts that have molded the SBA into its present 
form: the Small Business Act of 1953, the Small Business Invest¬ 
ment Act of 1958, and Equal Opportunity Act of 1964. 

The balance of this essay will review certain relevant provisions of 
each of these legislative enactments and the process through which 
each became a cornerstone of SBA’s authority. 

The Small Business Act Of 1953 

The Birth Of An Agency 

The Small Business Administration is unique in concept and 
design because it is the only Federal Government Agency possessing 
programs specifically designed to promote and protect the welfare 
of small business. Of course, other departments and agencies of the 
Federal Government do have programs which benefit small busi¬ 
ness, but in every case these programs were fashioned to assist 
constituencies other than the small business community and the 
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advantages which accrue to small business from these programs do 
so only ancillary to the main purpose of the program. 

SBA’s birth was made possible by the experience gained from 
several agencies which preceded it. These experiments provided the 
program testing which ultimately cast the mold from which SBA 
was formed. 

It is necessary to review each of these historical antitypes; for to 
understand the Agency today, it is necessary to understand what 
came before it. In this review and as noted above, it is important to 
note that each of these precursor agencies was established for 
reasons other than a desire to help small business per se. Each such 
precursor agency was created to assist business in adapting to a 
particular crisis and each was created with the intent that it would 
cease operations upon the conclusion of the period of crisis. 

The first major Federal lending program was developed to 
ameliorate the problems created by the Great Depression. During 
the early days of the Depression financial institutions were them¬ 
selves in great need of assistance and consequently abrogated their 
traditional role of serving the monetary needs of the business 
community. As a result, Federal Government intervention was 
mandatory. No other institution was available to fill these obvious 
needs. 

The Federal Agency created to alleviate the financial crises caused 
by the Great Depression was the Reconstruction Finance Corpora¬ 
tion (RFC). It was unquestionably the most important germinating 
force in leading to the establishment of the SBA. 

The RFC was created in January 1932 by Herbert Hoover, but 
was not given business loan program authority until the enactment 
of Section 5d of the Reconstruction Finance Corporation Act on 
June 19, 1934. Until that time the RFC had confined its activities to 
assisting the ailing financial institutions of the Country,' large and 
small. With the passage of the 1934 amendment, the RFC obtained 
the power to lend directly, or in participation with private financial 
institutions, money to business of any size otherwise unable to 
obtain private credit on reasonable terms. Further, during this 
period, the Federal Reserve banks assumed a business lending 
program under emergency legislation granted on June 14, 1934 by 
Section 13b of the Federal Reserve Act. This amendment author¬ 
ized all Federal Reserve banks to make direct loans, participate with 
financial institutions in such loans, or to discount loans of financial 
institutions to large or small business in need of working capital and 
unable to obtain financial assistance on reasonable terms. The 
Federal Reserve banks were cautioned to use this authority only 
under exceptional circumstances like those present during the Great 
Depression.2 

With the advent of World War II, Congress expressed concern as 
to whether small business would be able to obtain the credit needed 
to expand operations to meet war time demands, and even more 

2 From 1934 to World War II approximately one-third of the $1.05 billion loaned 
by the RFC and the Federal Reserve banks went to small business. 
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war pointedly, whether the economic concentration caused by 
production would be inimical to small business.3 

With these concerns in mind, Congress enacted the Small 
Business Act of 1942 and created the Smaller War Plants Corpora¬ 
tion (SWPC). The SWPC was a singular Agency with a single 
purpose; to provide small business with what it needed so that it 
could participate in the production of goods and services in support 
of the war effort. It was by nature a temporary Agency and was 
terminated in January 1946.4 

The SWPC was equipped with a direct and participating loan 
program in order to assist small business maintain defense produc¬ 
tion, was charged to encourage financial institutions to make credit 
available to concerns engaged in essential war or civilian produc¬ 
tion, was encouraged to undertake Federal prime contracts which 
were then to be subcontracted to small manufacturers, was empow¬ 
ered to dispose of surplus property through small business, was 
directed to advocate small business’ interests to the Federal procur¬ 
ing agencies and big business and finally, was asked to make various 
necessary business studies. Although many critics would dispute the 
SWPC’s value5 to either the war effort or to the small business 
community, it did perform its job credibly considering the great 
bredth of its authority, the bureaucratic limitations imposed on its 
operations by its enabling legislation, and the shortness of its life. 

Upon termination, the RFC received SWPC’s lending, prime 
contract and surplus property disposal powers. The remaining 
functions were transferred to the U.S. Department of Commerce. 

Also important to the financing of the World War II effort, but 
less important to the small business sector, was the V-loan program. 
This program warrants mention in that it was the biggest war loan 
program and because it demonstrated yet another type loan 
program which could be used to assist a given segment of the 
economy. The program was established by the Board of Governors 
of the Federal Reserve System under regulation V, issued April 
1942.6 It was terminated at the end of World War II, but was 
reestablished7 in 1951 to assist in financing the Korean War. 

Under the V-loan program the Federal Reserve banks were to act 
as agents for loans guaranteed by defense agencies to private 
financial institutions and considered as essential to financing the 
war effort. 

3 Prior to World War II a majority of Federal lending to business was in the form 
of direct loans. During the war and thereafter aid was primarily provided through 
loans originated by private institutions and guaranteed by the Government. 

4 During the four years of its existence SWPC authorized some $480 million in loans 
to small business. 

5 SWPC never had more than $40 million in loans outstanding at any one time, took 
from 6 weeks to 2 months to process a loan, and generally required mortgage assignment 
as security for the loan. 

6 The program was first permitted by Executive Order and subsequently authorized 
by an Act of Congress. Regulation V established the procedures under which loans 

were made. 
7 The V-loan program was reestablished under the authority of Section 301 of the 

Defense Production Act of 1950. 
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The V-loan program was an unquestioned success,8 but its 
assistance was directed preponderantly toward large business 
involvement in the war effort,9 not toward the needs of small 
business. 

As mentioned above, upon the SWPC’s termination, the Depart¬ 
ment of Commerce secured those powers which had not been given 
to the RFC. With this new authority, the Department of Commerce 
established its Office of Small Business. 

The Office of Small Business became the prototype for a 
program of technical and management assistance to small business. 
The main activities of the office through the years of its existence 
were in the area of education, (the production of brochures and 
pamphlets), and the area of counseling, (the instruction of small 
businessmen who knew of and wanted to use the services of the 
office). 

The Office of Small Business was a qualified success. It did 
function well in providing pamphlets and counseling to small 
business but the demands for these services were limited. Perhaps 
its greatest achievement was in publishing the fact that the needs of 
small business are uniquely different than those of large business 
and that one of the greatest of these needs is for a source of 
competent management and technical assistance. 

The primary reason that the Office of Small Business did not 
accomplish more is that they were given little program responsibil¬ 
ity. All the real authority from SWPC had gone to the RFC. In fact, 
there can be no doubt that throughout the Depression, World War 
II and the Korean War that the RFC was the most powerful and 
most important Federal Agency10 involved in financing both large 
and small businesses. 

The Small Business Act of 1942, besides establishing the SWPC, 
also authorized the RFC to undertake a generous loan program for 
business engaged in essential National defense operations without 
regard to the normal restrictions involving collateral, maturity, or 
use of proceeds. 

Then in March of 1945 the RFC, in response to Congress’ 
concern for small business, undertook the so-called Blanket Partici¬ 
pation Agreement (BPA) program through which the RFC could 
negotiate blanket participation agreements with banks. This pro¬ 
gram provided a mechanism by which a loan could be automatically 
guaranteed up to 75 percent of its principle amount. The banks 
had the responsibility of administering the loans except where the 
RFC repurchased its agreed percentage. 

After the war, in early 1947, the RFC replaced the BPA with the 
so-called small loan participation program which was similar to the 
BPA, but more restrictive in its loan approval procedures. Further, 

Approximately $10.3 billion in loans were authorized under the V-loan program 
during World War II, and $2.3 billion during the Korean War. 

9 Less than 10 percent of V-loan dollar authorizations went to small business. 
10 From 1934 until its termination in 1953 the RFC authorized over $5.6 billion in 

business loans. The V-loan program authorized more loan dollars ($12.6 billion) but 
did not have the authority or prestige of the RFC. 
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the small loan participation program placed a greater emphasis on 
deferred (i.e. guarantee) participation and required the approval of 
the RFC regional and central offices before the guarantees became 
effective. 

With the advent of the Korean War, Congress again created a 
wartime small business agency; this time called the Small Defense 
Plants Administration (SDPA). SDPA’s functions were similar to 
those of the old SWPC except that the authority to make loans was 
retained by the RFC. 

The RFC was also ordered by Section 302 of the Defense 
Production Act (1950) to direct its lending to those defense-related 
activities certified as essential by the Defense Production Adminis¬ 
tration, or other designated Federal Agencies. Also, under the same 
act,11 the RFC was directed to consider loan applications from small 
business certified by the SDPA as being primarily engaged in 
activities necessary to the war effort. 

The SDPA had other functions besides certifying small businesses 
to the RFC. It issued certificates of competency declaring a small 
business possessed the ability to perform Government contracts 
even where such a conclusion was inconsistent with the judgment of 
the Government procuring agency. It contracted with Federal 
procuring agencies and subcontracted the work to small business. 
And finally, it counseled small business about defense contracting as 
well as offering a diminutive management and technical assistance 
program. 

One other Agency should be mentioned before moving to 
consideration of the events of 1953 and the bases which led 
Congress to pull together the authorities discussed above and unite 
them in one independent Agency for the benefit of small business 
during all times. That Agency is the Veterans Administration (V A). 

The Servicemen’s Readjustment Act,12 gave VA the authority in 
1944 to guarantee and in 1945 to insure loans to veterans for the 
purpose of establishing or expanding a business.13 The VA was not 
permitted to make direct loans, and because of the restrictive nature 
of the loan-making authority and the small size of the loans 
available from the VA, virtually all recipients of VA loans were 
small businesses. 

The VA loan program is worthy of notice because it was the first 
time Congress enabled an Agency to make term credit available to 
small businesses. Banks were encouraged to make loans with 
maturities of up to 10 years with interest rates which could not 
exceed a legal maximum of 4.5 percent. 

By the beginning of 1952 the RFC was in trouble. That Agency 
was, in the opinion of Congress, not providing the service intended, 
and several large loans had been processed for big businesses which 

11 Section 714 of the Defense Production Act. The FRC made approximately $16.3 
million in loans to companies certified by the SDPA. 

12 Section 500 of Title III 

13 From 1944 through 1953 the VA guaranteed or insured over $566 million in business 
loans. This program has never been a significant part of VA’s lending authority. During 
the time period above it accounted for less than 5 percent of dollar lending. 
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Senator Fulbright, in the famous subcommittee report (Senate 
Committee on Banking and Currency) entitled, “Favoritism and 
Influence” (February 1951), depicted as severe examples of “influ¬ 
ence peddling” and “political loan making.” 

The abuses were blatent and the Republican Party returned to 
power in 1952 partly on its promise to dismantle the RFC once in 
office. The RFC had been an imposing and awesome Agency, but 
its bureaucratic structure had become unmanageably large and the 
use of its power seemingly capricious. 

Once in power, the Eisenhower Administration decided that the 
RFC’s dismantlement might be more palatable to Congress, and 
consequently easier to accomplish, if the RFC’s demise could be tied 
to the idea of creating a new small business agency. The new agency 
was proposed. 

Congress, in weighing the merits of a small business administra¬ 
tion, considered the counsel of different sources including the 
advice of many small business organizations, the Small Business 
Committees of the House and Senate, the experience of the earlier 
agencies which assisted small business, and a study performed and 
released on May 20, 1953 by the Board of Governors of the Federal 
Reserve System entitled, “The Financing Needs of Small Business.” 14 

This study, basically a compilation of the material available from 
an October 1952 study by the Federal Reserve entitled, “The Cost 
and Availability of Credit and Capital to Small Business,” 15 
differentiated between the needs of small business and the availabil¬ 
ity to small business of short-term, intermediate-term, and long¬ 
term (including equity) money. The study concluded that the major 
financing problem of small business, “relates primarily to long-term 
debt and equity of concerns in process, or desirous, of expanding 
their operations or facilities.” 16 They further concluded that, 
“generally speaking, the short and intermediate-term credit require¬ 
ments appear to be adequately met at the present time.” 17 

The study reviewed the various sources of funds which might be 
available to assist small business in meeting its legitimate credit 
needs and concluded that commercial banks generally come closest 
to providing needed financial service for small business, and that, 
“meeting the short and intermediate-credit needs of small business 
constitutes a major activity of all banks and is the principle leading 
activity of the small banks.” 18 They also concluded that while 
“banks and certain other financing institutions may in effect supply 
long-term credit in the form of constantly renewed short or 
intermediate-term loans” 19 that in periods of high level economic 

14 U.S. Senate, Banking and Currency Committee, Government Lending Agencies, Hear¬ 
ings on S. 892 et al., 1953, pp. 96-^104. 

15 U.S. Senate, Select Committee on Small Business, The Cost and Availability of Credit 
to Small Business, Senate Subcommittee Print No. 8, 1952. 

1(i Ibid., Government Lending Agencies, p. 97. 
17 Ibid., p. 97. 
18 Ibid., p. 97. 
19 Ibid., p. 101. 
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activity there are periods of credit contraction wherein lenders may 
be unable to extend credit freely to business borrowers. Thus, they 
concluded, “under such circumstances, availability of credit to small 
businesses is likely to be more adversely affected than that to large 
concerns.” 20 

One other finding of the study is important to note as it had an 
influence on the creation of SBA’s management assistance program 
area. The study found that, 

At the outset it is important to recognize that financing is 
often not the most acute problem of small business. Lack 
of technical and administrative knowhow is often more of 
a handicap to small business than its difficulty in obtaining 
credit and capital.21 

\ 

The House Banking and Currency Committee held hearings on 
May 14, 15, and 18, 1953. The Senate Banking and Currency 
Committee met May 20-23, May 25-27 and July 13-14. On May 28, 
the House Banking and Currency Committee reported its bill 
favorably, and on June 5 the bill passed on a voice vote. On June 8, 
the proposal was forwarded to the Senate Banking and Currency 
Committee. The Senate Banking and Currency Committee reported 
out its bill on July 18 and the bill was brought to the Senate floor 
on July 20 for debate. During the course of the debate, the Senate, 
reacting to word that the Administration wished to see the measure 
quickly enacted, canceled consideration of its bill, and by voice vote, 
passed an amended version of the House bill. 

A conference committee convened on July 21 and submitted its 
report on July 24. The House, during its normal course of business, 
approved the conference report by voice vote on July 27, and the 
Senate, on July 29. On July 30, 1953, President Eisenhower signed 
the bill into law and the SBA was born. 

What was this new Agency all about? It was as the Honorable 
William S. Hill, Congressman from Colorado and Chairman of the 
Select Committee on Small Business, stated in his testimony, 

... an Agency to first, provide an organization to make 
small business concerns sound and self-sufficient .... 
Second, to insure the participation of small business 
enterprises in war, or mobilization of our economy for 
war, and for peace as well. Third, ... to concentrate the 
responsibility for administering one program to preserve 
ana develop small business in one independent agency of 
the Government.22 

It was also the Agency requested by George Burger of the National 
Federation of Independent Business in his testimony to provide 
“some procedure to be instituted for the continuance of financial 
aid to small business where such aid is impossible to secure through 
local banking facilities.” 23 

20 Ibid,., p. 99. 
21 Ibid., p. 102. 
22 House of Representatives, Committee on Banking and Currency, Creation of Small 

Business Administration, Hearings on H.R. 4090 et al., 1953, p. 11. 
23 Ibid., p. 30. 
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Overall Congress authorized and empowered the Small Business 
Administration, 

... to make loans to small business, to enter into 
Government procurement contracts to be sublet to small 
business, to certify to Government procurement officers as 
to the capacity and credit of small-business concerns to 
undertake a specific Government procurement contract 
and to provide technical and managerial aids to small 
business. The Administration would also be empowered to 
make an inventory of the productive facilities of small 
business useful for war or defense production, to encour¬ 
age the letting of subcontracts to small business by 
Government prime contractors, to make recommendations 
to appropriate Federal agencies to insure that a fair and 
equitable share of materials go to small business, and to 
cooperate with Government procurement officials in order 
to attain the full use of the productive capacity of small 
business.24 

One additional program conferred on the SBA by the Small 
Business Act of 1953 deserves mention, due to its effect on other 
SBA programs. The program is the disaster loan program which 
authorizes loans to victims of floods and other natural catastrophies. 

The disaster loan program is one of the programs SBA inherited 
from the RFC. In fact, the disaster program is actually two 
programs, a disaster loan program for individuals and a disaster 
loan program for businesses. In both cases the program is triggered 
by a declared natural disaster and is available to cover uninsured 
losses occurring as a direct result of such uncontrollable tragedies. 

The only problem with the disaster program, especially the 
individual disaster program which accounts for well over three- 
quarters of the number of applications, is the disruptive effect it has 
on SBA’s business loan, procurement, and management assistance 
programs. Each time a disaster occurs, SBA is forced to reshuffle 
manpower and reallocate resources to enable it to meet the 
demands of the new catastrophe. Yet, even with the unfortunate 
program effects on regular SBA programs, the disaster program 
has been an essential ingredient to the coordinated Government 
response to relieve human suffering and to rebuild communities 
after the devastation caused by natural catastrophes. 

Under the same Act which created SBA, the RFC and the SDPA 
were terminated. Also, much of the activity under the auspices of 
the Office of Small Business within the U.S. Department of 
Commerce was unceremoniously transferred to the new Agency. 
There was only one Agency, the SBA, left to assist, protect and 
promote the interest of the small business community. 

24 House of Representatives, Committee on Banking and Currency, Report No 494 
1953, p. 2. 
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The Investment Company Act Of 
1958 

An Equity Program 

As with the Small Business Act of 1953, the Investment Company 
Act of 1958 derived much of the rationale for its enactment from a 
Federal Reserve Board Study. This particular study was released in 
April 1958, and entitled, Financing Small Business.25 

The 1958 Federal Reserve Board Study is a three volume work 
which today still represents the most comprehensive analysis of the 
capital requirements of, and the availability of credit to, the small 
business community. It is interesting to note that only the first two 
volumes of the study, covering some 550 pages, were completed 
before the Investment Company Act became law.26 Congress, in 
general, was so impressed with the need evident in the material 
contained in the first two volumes that they saw no reason to wait 
until the entire study became available.27 

The study commences by framing the questions it would seek to 
answer. 

In a free-enterprise economy who should be expected to 
provide venture capital? Are there undue risks, for the 
economy as a whole, if Government is brought into the 
supplier’s role? . . . 

If society is to share part of the charge for the cost of 
investigation, or part of the risks, what kind of institution, 
public or mixed public-private, should provide long-term 
funds to high-risk borrowers? . . . 

Finally, if it is considered desirable to make subsidized 
loans, or even to provide equity funds to specified 
categories of small concerns with no subsidy involved, 
what should be the principles of selection in order to 
avoid favoritism or to guard against arbitrary decisions? 28 

None of the questions was fully answered, but these basic 
rhetorical inquiries did set the framework and tone for the 
subsequent analysis. 

The study, in analyzing the availiability of term credit for small 
business, concurred with the 1953 Federal Reserve Study in finding 
that small businesses’ main financing problems are the lack of 
available sources of long-term debt and equity capital. 

2o Federal Reserve System, Financing Small Business, Report to the Committees on 
Banking and Currency and the Select Committees oh Small Business, 1958. 

26 Part three of the Federal Reserve Study is a direct survey of the financial structure 
and experience of smaller business developed through a National sampling approach. 

27 Senators Capehart, Bricker and Bennett, among others, would have preferred wait¬ 
ing for the third part of the Federal Reserve Study before considering the Investment 
Company bill. 

28 Ibid., Financing Small Bsuiness, p. 18. 
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The study concluded that, 

. . . financing facilities are reasonably adequate for short¬ 
term borrowing, but as the term for which financing is 
desired lengthens, facilities become less adequate. . . . 
Particular situations standing out as calling for long-term 
loans or equity financing . . . (are) 
(1) The inception of a new business . . . the unsatisfied 
demands that appear to have greatest economic justifica¬ 
tion are new firms or concerns with new lines or 
processes. 
(2) Capital for growth of the established business . . . 
(which includes) . . . expansion needs and survival or 
maintenance of market place. 
(3) Business continuity . . . (primarily) . . . the problem 
of ownership transfer. 
(4) Manufacturing concerns . . . the core of the small 
business financing problem seems to be in the manufac¬ 
turing area, which accounts for less than 8 percent of the 
number of small concerns.29 

The study also established that small business per se has a 
problem in obtaining financing. 

It appears that small business is likely to have a number of 
financial problems attributable to size alone . . . loans to 
small concerns are on the average small. The relative cost 
of lending tends to be inversely related to the size of a 
loan since investigation and administration costs do not 
decline substantially as the size of the loan declines, and 
the risk costs rise as loan size falls.30 

The study also found the Government programs, most notably 
SBA’s programs, did favorably effect the availability of intermediate 
credit and that the banking industry could generally be relied upon 
to solve small business short-term credit requirements. Still, these 
existing programs had little effect on long-term or equity needs. 

Current Government business loan programs, centered on 
the SBA . . . are essentially limited to the provision of 
intermediate-term credit for working capital purpose. They 
do not provide equity financing. 
Neither the SBA nor the State development credit corpo¬ 
ration make loans to new business. In financing small 
concerns which exploit new inventions and ideas, there is 
always the problem of determining in each case the 
prospects of success, whether the promoters of the new 
ventures are capable of developing into successful busi¬ 
nessmen, and what sort of financing the prospective 
earnings justify.31 

In summation, the study found, 

A review of financing facilities available to small business 
leads to the conclusion that they are inadequate. 

29 Ibid., p. 117. 
30 Ibid., p. 30. 
31 Ibid., p. 17. 
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If we desire a dynamic small-business community as a 
social, political, and economic goal, its achievement under 
present conditions entails taking positive steps to provide 
small business with the financing facilities to keep abreast 
of current technology and competition. Many of the 
innovations in lending practices to small business have 
come only through the leadership of Government agen¬ 
cies. Perhaps it is necessary for Government to lead and 
experiment in a field where ‘other “peoples” money’ is at 
stake. Small financing is such a field.3~ 

The House and Senate’s legislative history of the Small Business 
Investment Act is replete with illusion to and quotes from the 
1958 Study. Further, William McChesney Martin, then Chairman of 
the Federal Reserve Board of Governors, was one of the House and 
Senate’s most vocal and influential witnesses. Mr. Martin in testify¬ 
ing to the Senate Committee stated that, 

There is a gap in the existing structure of financing 
institutions which lies in the long-term debt and equity 
capital area . . . and there is room for a Government 
program to foster the flow of private investment funds to 
small business.33 

There can be no denying the impact and importance of the 1958 
Federal Reserve Study and of Mr. Martin’s subsequent verbal 
justification of the study’s conclusions to the House and Senate 
Committees. Without both of these ingredients it is quite possible 
that the Investment Company Act would not have been enacted in 
1958. 

The House and Senate became convinced that there was indeed a 
long-term debt and equity capital need in the small business 
community, although there was substantial disagreement as^to how 
this gap could be filled. The report of the Senate Committee on 
Banking and Currency best summarized the prevailing mood of 
Congress. 

The committee is persuaded that existing financial institu¬ 
tions in the United States are not designed and are not 
equipped to meet the long-term credit and equity needs of 
smaller enterprises. These needs can be met by the 
establishment of new private financial institutions. We 
propose the creation of such institutions with Federal 
assistance. The committee believes that these new private 
institutions can be profitable and that Federal participa¬ 
tion can be eventually retired.34 

As proposed, the Small Business Investment Act was to alleviate 
small business credit programs by creating two new Federally 
assisted financial programs; the Small Business Investment Com- 

32 Ibid., p. 23. 

33 U.S. Senate, Banking and Currency Committee, Financing Small Business, Hearings 
on S. 2160 et al., 1958, p. 49. 

34 U.S. Senate, Banking and Currency Committee, Small Business Investment Act 
of 1958, Report of the Committee on Banking and Currency Together w ith Individual 
Views to Accompany S. 3651, 1958, p. 8. 
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pany (SBIC) program and the Development Company Programs 
(DCP)—State Development Company (SDC) program and Local 
Development Company (LDC) program. 

The SBIC was to be a privately owned and operated investment 
company, chartered by the Federal Government, which specialized 
in providing long-term debt and equity to high risk small business 
ventures. The SBIC was to provide its investors with certain tax 
advantages and would itself be entitled to borrow funds from the 
Federal Government in relation to the amount of private capital it 
possessed and based on the type of investments it made. 

The Development Companies were seen as an avenue for state 
and local communities to channel public and private long-term debt 
funds into projects which might not otherwise be undertaken but 
which were of great interest to and great benefit for the citizens of 
the local community and state. 

President Eisenhower signed the Small Business Investment 
Company Act into law on August 21, 1958. Its passage through 
Congress had been, if anything, torturous. 

First of all, the Administration was ambiguous concerning its 
position toward the Act. They weren’t convinced that a capital gap 
existed and more importantly, weren’t at all certain that the 
proposals contained in the Investment Company bill would solve the 
capital gap problem even if it did exist. Further, some very 
powerful conservative Senators, many of them Republicans, were 
flatly opposed to Federal Government involvement in the venture 
capital business. In voicing the distress of this group of Senators, 
Senator Capehart of Indiana, Senator Bricker of Ohio, and Senator 
Bennett of Utah attached a dissenting opinion to the Senate 
Committee Report stating in part, 

The bill is not only wrong in principle, but it fails to Crovide any real help to small business concerns. . . . The 
ill should be defeated. In sum, it places the Federal 

Government in the position of undertaking an impossible 
assignment with unworkable tools.35 

To add to the problems of passage, the hearing before the 
Committee on Banking and Currency, House of Representatives, 
with Wright Patman presiding, held during April and May of 1958, 
lead to the introduction in the Senate of a bill to create a Small 
Business Capital Bank System. The capital bank, a cherished dream 
of Congressman Patman, would be patterned after the Federal 
Home Loan Bank System and would require a new independent 
agency, the Small Business Investment Administration, to oversee its 
operations. 

Many Senators, although not in favor of the capital bank concept, 
did support the idea of a separate agency with an Administrator 
appointed by the President and confirmed by the Senate to 
administer the new SBIC program. After all, SBA was constituted 
to handle the medium-term financing problems of small business, 

35 Ibid., p. 19. 
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not long-term loans and equity investment. The SBIC program and 
development company programs involved different types of financ¬ 
ing techniques and should consequently require a separate agency. 

The Eisenhower Administration was flatly opposed to the creation 
of a new independent agency, and the Treasury Department and 
the Board of Governors of the Federal Reserve System were 
absolutely against Mr. Patman’s capital bank approach. Both ideas 
fell by the wayside. 

The Senate finally passed its bill on June 9, 1958. The House 
Banking and Currency Committee considered the Senate bill on 
June 10, and favorably reported it on June 30. On July 23, the 
House passed an amended version of the Senate bill. A conference 
committee met and issued a compromise version of the Senate and 
House bills on August 6, 1958. The House and Senate approved 
the Conference Report the following day, and two weeks later it was 
signed into law by the President. 

The new Act authorized the creation of a new division, the 
Investment Division, within the SBA to promote and regulate the 
new SBIC industry created by the Act. It was to be headed by a 
high level program manager appointed by the SBA Administrator. 
The development company programs included in this Act were 
placed in the financing division to complement the business loan 
program created by the 1953 Act and to await the arsenal of 
additional debt programs Congress would bestow on SBA in the 
years following. 

Title IV Of The Equal Opportunity 
Act Of 1964 

A Push For Minority Enterprise 

The Equal Opportunity Act of 1964 established the Office of 
Economic Opportunity and placed it directly in the Executive Office 
of the President. 

The purpose of the Act was to, “state explicitly that the Congress 
and Federal Government are committing this Nation to a war 
designed to eliminate poverty.” 36 

The Act has seven sections, or Titles, each dedicated to solving a 
different manifestation of poverty. The entire Act was envisioned as 
a coordinated effort or battle plan to combat what were conceived 
of as “the multiple causes of poverty.” 37 

Title IV of the 1964 Act concentrates on small business, “to 
extend the war against poverty into a neglected section of the 
economy by means of a new program of financial assistance to very 

36 House of Representatives, Committee on Education and Labor, Economic Opportunity 
Act of 1964, Report to Accompany H.R. 11377, 1964, p. 1. 

37 Ibid., p. 2. 
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small business concerns and to qualify persons seeking to establish 
such concerns.” 38 

The assumption behind the passage of Title IV is that there are, 

. . . very small firms . . . whose growth is stunted 
because they are unable to qualify for term loans from 
any source, public or private, under existing criteria. 
Similarly there are numerous persons with sound plans 
for the establishment of new small businesses who have 
been unable to attract financial backing.39 

Title IV establishes a new loan program to be administered by the 
Small Business Administration and to be called the Equal Opportu¬ 
nity Loan (EOL) program. The EOL program was to have flexible 
credit and collateral requirements and would be specifically re¬ 
stricted to the poor of the Nation; the economically and socially 
disadvantaged. It authorized small loans of $25,000 40 or less, either 
made directly or with up to a 100 percent 41 SB A guarantee, to be 
provided for periods of up to 15 years, largely on the basis of the 
character and the ability of the borrower. 

SBA was the motivating force behind the creation of the EOL 
program. In January, 1964 the SBA experimented with what 
was then called the “6 X 6” program. The “6 x 6” program was a 
loan program which offered up to $6,000 for a period of up to 6 
years to the poor under liberalized or “soft” credit criteria. The 
program was tested in Philadelphia, Harlem, and Washington and 
received an enormous response and much publicity. In writing Title 
IV of the OEO Act, Congress was, in effect, creating a statutory 
“6 x 6” program. 

The EOL program must be viewed as more than an economic 
program. It is basically a social program. Unlike the Small Business 
Act of 1953 and the Investment Company Act of 1958, the Equal 
Opportunity Act of 1964 was considered by the House Committee 
on Education and Labor and the Senate Committee on Labor and 
Public Welfare, not the House and Senate Committee on Banking 
and Currency. Its purpose is humanitarian, its rationale is found in 
the commendable objectives of relieving the suffering and degrada¬ 
tion of the poor. The EOL program was not enacted to solve an 
existing need for financing, but to create one by motivating the 
poor to enter the business mainstream. 

Consequently, the EOL program is an unusual program for the 
SBA and is perhaps foreign to the intent of the Agency as 

38 Ibid,., p. 27. 
39 Ibid., p. 28. 

40 I he maximum loan amount was increased from $25,000 to $50,000 on June 27, 
1972. 

41 I he Small Business Act of 1953 prohibits SBA from guaranteeing a Section 7(a) 

business loan unless the lender is willing to accept at least 10 percent of the risk. A 
100 percent guarantee was authorized for the EOL program due to the increased risk 
of the loan and the feeling that banks would not make such loans without a full Federal 
guarantee of the loan. 
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expressed in the Small Business Act of 195 3.42 None the less, it is 
an important program because its enactment marks the beginning 
of SBA’s efforts to assist minorities and others who, for economic or 
social reasons, have been deprived of the benefits of the American 
System. 

SBA has come a long way since the enactment of Title IV of the 
Equal Opportunity Act. Under the Nixon Administration the 
Agency has embraced two additional programs, one in the Procure¬ 
ment Division and one in the Investment Division, created specifi¬ 
cally to benefit the disadvantaged of the Nation. In the 
Procurement Division, SBA has utilized Section 8(a) of the Small 
Business Act of 1953 to channel hundreds of millions of dollars of 
Government procurements to firms owned and controlled by 
minorities and other socially and economically disadvantaged indi¬ 
viduals. Within the Investment Division, there was created the 
Minority Enterprise Small Business Investment Company43 (MES- 
BIC), an SBIC which elects to invest exclusively in small business 
concerns owned and operated by the disadvantaged of the Nation. 

Further, and embracing the operation of the entire Agency, SBA 
has created a new high level executive position, Assistant Adminis¬ 
trator for Minority Enterprise. The individual appointed to this post 
and his staff devote their full time and energy to the objective of 
assuring that the socially and economically disadvantaged receive a 
fair proportion of the benefits obtainable through SBA’s many 
programs. 

Twenty Years Of Service 

The Growth Of An Agency 

Twenty years have elapsed since the enactment of the Small 
Business Act of 1953 and in those twenty years the Agency has 
grown in terms of both the number of programs it manages as well 
as the total assistance provided small business through its programs. 

SBA commenced operation in 1953 with a business loan program 
and a disaster loan program comprising its entire financial assist¬ 
ance capability. I have already reviewed the circumstances which 
lead to the new lending programs provided SBA through the 
enactment of the Investment Company Act of 1958 and through 
the passage of the Equal Opportunity Act of 1964. Yet I have not 
discussed the fifteen or so additional lending programs SBA has 
acquired since 1953 which authorize assistance to small business in 
narrowly defined but exceedingly important areas. These programs 
include the lease guarantee program authorized in 1965, the surety 

42 The Small Business Act of 1953 charged SBA to make loans only of sound value 
or loans so secured as to reasonably assure repayment. The 1953 Act in effect prohibited 
the Agency from making “soft” loans. 

43 Minority Enterprise Small Business Investment Companies formerly known as 
MESBIC’s are now generally called Section 301d Licensees or Limited SBIC’s. For unifor¬ 
mity the old MESBIC terminology has been used throughout the article. 
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bond guarantee program authorized in 1971, the displaced business 
loan program authorized in 1961 and a host of other programs 
originated to assist small business in adjusting to new legislation in 
the fields of health, safety, consumer protection and environmental 
protection. 

Each of these additional lending programs was created to meet a 
specific small business need for financing not then available from 
the SBA or from any other Federal or private loan program. Each 
of the new programs provided benefits to small business which 
would otherwise be unavailable and which when made available 
enabled small business to meet the demands of the Nation’s 
changing economic and social environment. 

SBA continuously reviews its lending program’s effectiveness in 
solving the financing needs of small business. Furthermore, SBA 
will advocate the creation of new lending programs whenever the 
credit requirements of small business are not adequately serviced 
through available sources. 

The growth in the number of lending programs, while worthy of 
note in and of itself, is dwarfed in significance by the astronomical 
increase in the usage of these programs by the small business 
community. 

Consider only the growth in the business loan program. In its 
first full year of operation the Agency approved 1,091 loans 
totaling $57.3 million. In 1972 the Agency approved 32,375 loans 
for a total of over $1.9 billion in financings. This dollar increase 
represents a 20 percent compounded annual growth rate, and an 
average rate of increase of 170 percent per year. 

Even more amazing is the 30 percent compounded yearly growth 
rate in business loan dollar approvals experienced since the 
inception of the Nixon Administration. Under the direction of 
SBA’s present Administrator, Thomas S. Kleppe, the Agency has 
actively sought the help of the private sector in delivering the 
financial assistance needed by the small business community. This 
partnership with the private sector is achieved through the use of 
SBA’s guaranteed loan program wherein SBA assumes up to 90 
percent of the risk of a bank’s long-term loan to a small business. 
The authority for the guaranteed loan program was contained in 
the 1953 Act, but it was not fully utilized until 1969. After 1969 the 
loan program literally sky-rocketed. As previously mentioned, the 
dollar amount of loan approvals increased at an average annual rate 
of over 170 percent per year from 1953 to 1972. Yet the average 
annual rate of increase between 1953 and 1968 was only 69 
percent. In fact, in the last four years more dollars have been 
placed in the small business community through SBA’s programs 
than in all the preceeding sixteen years of SBA’s existence taken 
together.44 

44 In the 20 years since the enactment of the Small Business Act of 1953, SBA has 
lent over $12 billion. Between 1953 and 1968 SBA lent a total of $5.3 billion; $4.6 
billion through its business loan programs and $.7 billion through its disaster program. 
Between 1969 and 1972 SBA lent a total of $6.7 billion; $4.8 billion through its business 
loan programs and $1.9 billion through its disaster program. 
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The SBIC program as part of SBA’s financing capability has also 
grown substantially since its inception in 1958. Today there are 271 
active SBIC’s and 63 active MESBIC’s, with a combined total private 
capitalization of approximately $390 million, supplying equity and 
long-term debt funds to small business. Prior to 1958, this type of 
financing was unavailable. 

The Procurement Division has also witnessed a substantial in¬ 
crease in the amount of assistance provided the small business 
community. 

Even though the Code of Federal Regulations states that “small 
business concerns shall be afforded an equitable opportunity to 
compete for prime contracts and subcontracts,” 45 SBA has no 
authority to require that Federal Government Departments and 
Agencies obtain needed goods and services from small business. 
Further, many Government procurements are beyond small busi¬ 
ness capabilities. For example, no small business would be qualified 
to undertake a contract to build a battleship for the Department of 
Defense or to supply complicated computers for the Internal 
Revenue Service. 

Yet, even though not all Federal Government purchases of goods 
and services are suitable to small businesses’ capabilities and even 
though SBA has no power, except moral suasion, to force Govern¬ 
ment to give small business a fair share of its procurements, the 
Agency has been singularly successful. In the first year of its 
operation SBA saw $3.4 billion in procurements go to small 
business. In 1972 this figure increased to $12.6 billion; a com¬ 
pounded growth rate of over 7 percent. 

SBA has also become involved in assuring that Government sales 
of goods are shared by small business as well as large business. In 
particular, SBA now monitors sales of timber in the National 
Forests to assure small lumber firms obtain a fair share of this 
important natural resource. 

The management and technical assistance program area has also 
witnessed a tremendous growth in activity. In 1972, SBA counseled 
an estimated 64,000 individual small businessmen and women, 
conducted approximately 3,300 training courses, conferences and 
workshops, sponsored over 4,100 training film sessions, and distrib¬ 
uted approximately 3.8 million management publications to the 
small business community. During the first year of SBA’s operation 
only 75 small businessmen were given management training. 

SBA has, since its inception, considered the area of management 
and technical assistance one of its most important Congressional 
charges and, at the same time, the one most difficult to implement. 
In order to deliver management assistance to the small business 
community one must be able to communicate. The search for the 
best methods of communication has been an unending process. 

Perhaps the most successful of the management assistance deliv¬ 
ery mechanisms undertaken thus far are SCORE, the Service Corps 
of Retired Executives, and ACE, the Active Corps of Executives. 

45 13 C.F.R. Pt. 124. 

23 



Both were formed in the early 1960’s and are composed of 
businessmen and women who graciously volunteer their time and 
expertise to help small businesses improve operations. 

Recently, SBA initiated a new program called the Small Business 
Institute which harnesses the experience of university professors 
and the enthusiasm of college business students to deliver manage¬ 
ment assistance to the small business community. If the concept is as 
successful as early indications portend, we will have a major new 
program to increase the operating effectiveness of this essential 
area. 

Perhaps the program area which has undergone the most 
dramatic growth is the minority enterprise program. No one is self- 
satisfied with the success thus far achieved, but a good sound 
beginning has been made. 

As I mentioned in discussing the EOL program, the Equal 
Opportunity Act of 1964 marked the beginning of SBA’s organized 
program for the socially and economically disadvantaged individual. 
Yet, it was not until 1968 that SBA began keeping a record of the 
amount of assistance provided minorities through its many pro¬ 
grams. 

In 1968 SBA made 2,335 loans to minorities for a total of $41.3 
million. By 1972 the number of loans had grown to 9,016 and the 
dollar figure had increased to $258.2 million. This dollar increase in 
just five years represents a compounded yearly growth rate of over 
44 percent. Add to this loan'figure the several hundred million 
dollars in procurements, given minorities under the 8(a) program, 
which wasn’t utilized prior to 1968, plus the several million dollars 
of MESBIC investments in minority businesses, and it must be 
conceded that SBA has developed a viable and coordinated 
approach toward drawing minorities and other economically and 
socially disadvantaged individuals into the business mainstream. 

We have now completed our review of the SBA and have seen 
how and why the Agency and its major programs developed as they 
did.46 In closing, I would only offer one additional thought. SBA as 
it exists today has a program which, at least theoretically, can solve 
any problem that a small business can have. That statement does 
not guarantee that the program will be used properly, or even used 
at all in any given instance. It does assure that the small business 
community, taken as a whole, will have an important place in the 
economic destiny of the Nation, which in turn, assures the 
continued growth of a free and competitive economic system. 

4h This article has dealt with some historical aspects of the SBA, particularly with 
respect to statutory authority. A whole series of changes in and modifications to SBA 
programs have emerged both from creative new regulatory promulgations and from 
statutory amendment. I leave the dynamics of these new developments to my friends 
and colleagues in SBA whose chapters follow this introductory survey of SBA’s genesis. 
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So closes an eventful passage in the life of Luke Larkin. 
He has struggled upward from a boyhood of privation 
and self-denial into a youth and manhood of prosperity 
and honor. There has been some luck about it, I admit, 
but after all he is indebted for most of his good fortune to 
his own good qualities. 

Struggling Upward, by Horatio Alger, Jr. 

Introduction 

From the first permanent settlement at Jamestown to the present, 
the community of business Firms, large and small, has operated at 
the very hub of the resource-allocating process in America. Al¬ 
though learned historians have argued to the contrary, the develop¬ 
ing political system, both before and after the forging of a formal 
Constitution, was largely framed by major participants in economic 
processes. Despite the continuing intrusion of political intervention 
on economic decision-makers—for more than a century now at the 
Federal level—the private sector maintains a resilience and vitality 
that is the consternation of those who weakheadedly maintain that 
business incurs social costs without commensurate social gains. 

The intriguing fact remains that the American business system, 
wellspring of U.S. economic growth and exporter of advanced 
technology and managerial techniques to both the Western and 
Eastern worlds, has for more than a century been the focus of 
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varying degrees of social discontent, ranging from the fuzzy 
antimonopoly stirrings of nineteenth-century agrarians to the vitu¬ 
perative castigation of the contemporary New Left. And though 
anti-business sentiment in its most vitriolic manifestations has 
emerged, as one would suppose, from the extreme left of the 
political spectrum, from those ideologically opposed to capitalism, 
the most effective criticism has come from moderate intellectuals, 
many of them people of property and substantial achievement who 
have by no means been losers in the competition of the market¬ 
place. 

It is a common observation of apologists for the American 
business system, whether business historians or experts in what is 
loosely called the social control of business, that the business 
community, for all its access to modern instruments of persuasion, 
has never adequately substantiated its great contribution to Ameri¬ 
can life. Quite the contrary, the advocates of business seem always 
on the defensive, forever reckoning the social benefits of business in 
crassly material ways and expressing them in terms of some crude 
“bathtub” index. That the livelihood of a vast majority of Ameri¬ 
cans, despite the proliferation of employment in the professions and 
in government at all levels, depends on the performance of business 
seems always to get lost in an ever stronger tendency to judge the 
well-being of the household as a consuming unit rather than as a 
producing unit. And so the vast gains of Americans as income 
receivers, largely the consequence of steady increases in business 
productivity, are overcome in the public estimates of welfare by the 
plaints of the consumer interest, which attribute to business a list of 
ills ranging from persistent inflation through pollution of the air 
and water to lack of opportunity for the disadvantaged. 

Or big business at any rate gets the dubious (and I think largely 
unjustified) credit for many of the demonstrable ills of society. It is 
a strange and interesting phenomenon of the American value 
system that small business for the most part has escaped blame for 
the grievances and frustrations of whatever has afflicted people at a 
particular point in time. Like the agrarian myth, which held that 
moral degeneration could be the only consequence of an increas¬ 
ingly urban society, the small business ethic in U.S. history asserts 
the simplistic view that the only thing the matter with business is 
bigness. So long as business is small, it provides an opportunity, and 
for many the only opportunity, to acquire, if not a fortune, at least a 
competence. Small business, subjected always to the rigors of intense 
competition, can never earn unconscionably high profits nor can it 
exploit either its employees or its customers. Moreover, an earnest 
integrity coupled with hard work ordinarily assures small-business 
success, though luck, sometimes interpreted as providential assist¬ 
ance, is credited as a major influence in testimony of many self- 
made business figures. The point is that success in small business 
does not require the frequently unpleasant and sometimes sinister 
traits of character requisite to the world of big business, and such 
absolute requirements as there may be for small-business success do 
not preclude ordinary men of ordinary talents from achieving it. 
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For many the only hope of escape from routine, humdrum lives of 
working for others for compensation roughly equated to the 
marginal product of unskilled and unspecialized human labor lies in 
going into business for oneself. 

I shall argue presently that so simplistic a view of the world of 
business, large and small, proves illusory upon examination. But as 
with so many social phenomena, it is not reality but the perception 
of reality that counts. Just the possibility of going into business, the 
hope of pecuniary gain in the form of profits—the share of the 
total product that is the reward for successful venturing—has always 
offered an excape from penury to those who could not meet the 
requirements of education and temperament for law, medicine, 
teaching, and the other professions. Moreover, for young people of 
considerable talent, blessed with the trading temperament, small 
business provides a rapid means to substantial wealth, often 
shortening by years or decades the safer and more certain route to 
fortune of moving slowly up the corporate ladder. Because it has 
offered involvement to great numbers of people, and by association 
to their families and other relatives, small business has provided 
political support for the business community as a whole, support 
that serves as a tremendous protective mechanism against the 
assaults of those who persistently clamor for fundamental changes 
in the “system.” 

How shall we distinguish between “small” and “big” business? In 
succeeding essays in this volume there will doubtless be attempts to 
quantify a definition of “small” business in terms of annual dollar 
volume of sales, total investment, number of employees, and the 
like. Yet with the passage of time come inexorable changes in the 
real value of the monetary unit, and technological innovation 
continually changes the proportions of labor and capital inputs, so 
that one generation’s quantitative definition of a small business 
seems strange and other-worldly to another. So it seems best to 
define a “small” business in relative terms. A business remains 
“small” as long as its guiding venturer and chief operating officer 
maintains direct and firm lines of communication with his operating 
managers and keeps personal ties with a large proportion of his 
work force, certainly including all key personnel. Whenever a 
business reaches such a size that the chief operating officer and the 
highest echelon of executives no longer maintain direct communica¬ 
tion with all operating managers, keeping aloof in head offices from 
all but a small proportion of the officers in lower echelons, the 
business has become “big”; it is then ordinarily characterized by 
decentralization of management to the extent that major decisions 
are made by third- and fourth- echelon executives in plants and 
facilities dispersed over a wide geographic area. Such a distinction is 
admittedly unsatisfactory in some respects, having the shortcomings 
of such distinctions as those made in economic analysis between the 
“long run” and the “short run” or between “many” and “few” firms. 
It has the advantage, nevertheless, of applying the criteria of the 
world of affairs in establishing the dichotomy of big business and 
small business and brings into focus the ultimate distinguishing 
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characteristic of the small firm, the crucial importance of the 
individual entrepreneur in its ultimate success or failure. 

In these terms, then, big business did not emerge in the United 
States until after the Civil War. To be sure, the merchant-planter 
aristocracy that gradually developed in the Colonial period was a 
predominant force in both political and economic life well into the 
early national period of American history. Yet only the most 
affluent of these influential figures acquired a net worth of as much 
as a million dollars (of far greater purchasing power than those of 
today), and whether autocrat of the counting-house or of the 
plantation no single figure had a command over resources compara¬ 
ble to that of the emerging late nineteenth-century corporate entity. 

The modern American corporation had its beginnings in the late 
eighteenth century and by 1810 was the usual form of business 
organization for banks, insurance companies, and transportation 
companies. In the three decades before 1860 the corporation took 
on many of its present-day characteristics, such as chartering under 
general acts of incorporation (rather than by specific act of a 
legislature), and limited liability of shareholders. More important, as 
Supreme Court decisions grafted the ancient law of trusts omo this 
emerging form of business enterprise, there developed a separation 
of ownership and control, whereby the capital of a corporation 
became a trust fund for the successive benefit of both stockholders 
and creditors, directors became trustees, and the corporation 
assumed an entity distinct from the persons who had provided its 
resources. But not until other forces worked to assure great size of 
the firm did the corporate form of business organization bring 
significant changes in American economic life. As late as 1860 a 
single individual’s fortune could command the capital necessary to 
start a manufacturing firm with the most modern equipment, even 
in capital-intensive industries, and only large and growing transpor¬ 
tation companies actually required the tapping of many financial 
sources made possible by the corporate entity. 

The Trust Movement 

The concentration of American industry and the accompanying 
emergence of the large firm was thus a post-Civil War phenome¬ 
non. By the 1870s the trend was unmistakable; during that decade, 
while the number of manufacturing establishments remained nearly 
constant, the capital invested in them grew by about two-thirds, and 
the value of their output increased by more than half. Beginning 
around 1880, initiated by forces not entirely technological and 
continuing for a quarter of a century, change took place in the 
structure of American industry variously described as the “rise of 
the trusts,” the “combination movement,” or the “merger move¬ 
ment.” However we designate it, the trend toward bigness, toward 
concentration of economic power, was awesome in its manifesta¬ 
tions. 
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It is beyond the scope of this essay to treat the concentration 

movement in anything like satisfactory detail.1 There are two basic 

interpretations of the causes of the movement. The older, and I 
think naive, interpretation is based on the “Robber Baron” thesis 

that attributes the rise of the large firm to the machinations of a 

relatively few men who greedily perverted the forces of competition 

in an overweening desire for monopoly power and monopoly 
profits. The other interpretation, to which I subscribe, is that 

economic concentration and the large firm were the inevitable 

consequences of complex economic forces at work to secure an 

optimum size of firm that assured oligopoly structure in major 
industries. But whatever the motivations of the individual entrepre¬ 

neurs, one conclusion is certain: the concentration of American 

industry occurred in two clearly distinguishable phases, the first 
primarily in the consumer-goods industries and the second largely 

in the producer-goods industries. 
As late as the 1870s major U.S. industries served an agrarian 

economy. Except for the few companies then providing metal 

products to the expanding railroad industry, firms in most indus¬ 

tries simply processed agricultural products and sold them in the 
still small towns and cities and to the farmers who largely provided 

the raw materials. These firms were on the whole quite small, 

usually buying raw materials locally and selling finished goods 

locally, their markets protected for some distance from the plants of 

competitors by high transportation costs. During the 1870s and 
1880s, as the railroads bonded the country together in a national 

market, small firms at first experienced substantial increases in 
demand for their products. But as they expanded their plants to 

take advantage of rapidly expanding markets, they came to realize, 
especially in periods of economic slump, that their industries were 

plagued with excess capacity, with consequent “over-production” 

and prices tending to drop below costs of production of most firms. 

To protect themselves from failure, many small manufacturers in 
the leather, sugar, salt, whiskey, glucose, starch, biscuit, kerosene, 

and rubber boot and shoe industries combined horizontally into 
large units. Under the guidance of a gifted entrepreneur, such as 

John D. Rockefeller in the petroleum industry, these large units 
systematized and standardized their manufacturing processes, clos¬ 

ing down the least efficient plants and creating purchasing, 

marketing, finance, and accounting departments in a head office to 

serve the units that remained. 
By 1893 the first wave of concentration receded, only to be 

followed by another beginning in 1896. This second period of 

concentration was so remarkable in its manifestations that it caused 

earlier historians to overlook the significance of the first movement. 
Over the span of years 1896-1906 more than 3,000 mergers were 
consummated, these being largely in the producer goods industries 

1 For an introductory treatment see Ross M. Robertson, History of the American Economy, 
3rd edition, (New York: Harcourt Brace Jovanovich, 1973) especially pp. 341-53. 
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that were booming because of the rapid urbanization of the 

population. To be sure, some consumer goods industries, producing 

new products for growing markets composed of city dwellers, were 

included in the list, but for the most part concentration occurred in 

the heavy industries like steel, copper, power machinery and 

explosives. For these were the industries that met the rapidly 

increasing demands of cities for water and sewer systems, gas 

lighting, telephone lines and exchanges, power line, street and 

elevated railways, and construction materials to build steel-skele¬ 
toned skyscrapers. Large firms organized to meet these demands 

emphasized vertical integration rather than horizontal combination, 

their vast operations often extending from raw materials to the sale 

of finished products. If the American Sugar Refining Company, the 

United States Rubber Company, and the Standard Oil Company of 

New Jersey were typical of the first wave of concentration, Swift 

and Company, the United States Steel Corporation, and E. I. 

DuPont de Nemours and Company were archetypes of the second. 

It can be argued that before the sharp and nasty depression of 

1907-8 cast its pall over the country, the degree of concentration of 
American industry was relatively as great as it has ever been since. 

And though the accompanying rise of an alleged Money Trust was 

probably exaggerated by the journalists of the time, there was no 

denying the emergence of financial institutions of large size welded 

together in strategic groups aimed at both serving and controlling 

big business. 

Persistence Of The Small Business 
Ethic 

The psychological impact of the sudden rise of the large firm is 

best understood when we reflect on two basic characteristics of the 
American economy at the turn of the twentieth century. The first 

was that the country was still predominantly agrarian, with only 40 

percent of its population living in places of 2,500 and over and 52 

percent living on farms or in villages of less than 1,000 inhabitants. 

The second was that in the urban centers, striving to assimilate vast 

numbers of immigrants who lived on the perilous edge of starva¬ 
tion, the middle class was small indeed. The sudden rise of a 

wealthy aristocracy to positions of enormous economic power was 

not particularly disturbing to the thin American middle class of 

successful business and professional men and their families, numeri¬ 

cally largest in Eastern population centers but ranging throughout 

the cities and towns of the other regions. Indeed, this group 

generally provided the political alliances and leadership of the two 
major political parties that at the turn of the century supported 

with about equal enthusiasm the aims and aspirations of big 

business. Only Bryan, thundering from the Democratic left, adum¬ 

brated the revolutionary upheaval of the New Deal, still more than 
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a generation away, and he could muster only pathetic minority 

support among the electorate. And trade unionists, making slow but 
certain headway under the leadership of labor’s craft-worker elite, 
adopted job-conscious unionism as their guiding principle, taking 

the cash and letting the credit of utopian political ends go. For the 
great mass of the population, urban and rural, escape from penury 
lay in finding a tenuous and uncertain way up by venturing as an 

individual in the towns and cities. To be sure, a few ambitious 
country boys could still make it on farms of their own, unaided by 
inheriting a piece of land; but the relentless exodus from agricul¬ 

ture was already in full swing, and only the most perceptive could 
envision the great ultimate returns to farming as the optimum size 
of the farm unit would increase in the twentieth century. 

The political stability of America had roots in a centuries-long 
evolution of democratic processes, and it would distort both 

historical facts and the complex relationships among regions and 

social strata to suggest that the possibility of upward economic 

mobility alone accounted for the stability. Yet the existence of an 
“American Dream”, the hope of many for eventual fruition of 

assiduous personal effort, unquestionably provided a safety mecha¬ 

nism for the American economic system that assured the viability of 

the system for a century. 
It is a curious and interesting fact that the writer who came 

closest to a statement of the ethos of late nineteenth-century and 
early twentieth-century America was by no means a literary figure 

in a significant critical sense. The novels of Horatio Alger, Jr. would 

scarce claim a paragraph in a history of American literature, and 

today’s generation is aware of Alger’s name, if at all, only as an 
objective or as a metaphor for a system of values long gone. Yet 

Alger’s novels were enormously popular from the 1870s to the 
1920s, and without assessing either their merit or their influence we 

cannot avoid the conclusion that they articulated the formulas for 
success of a large proportion of those in command today, to say 

nothing of their fathers and grandfathers. The character of an 

Alger hero was annealed in hard work and frugality to prepare him 

for the day when luck—or providential help— would provide a 

sudden opportunity for pecuniary gain. But genuine opportunity 
came only to those who possessed qualities other than industry and 

thrift; also essential were the virtues of honesty, loyalty, kindness, 

unflagging good humor, courtesy to one’s peers and subordinates, 

and proper deference to authority. Specific skills, at least those that 
required technical ability or intellectual competence beyond the 

norm of most human beings, were not necessary, an easy familiarity 

with arithmetic and the elements of the English language being the 

prime requisites. 
In the Alger schema the individual is everything. Family, friends, 

and business associates might on occasion be helpful in routine 

matters, but a man could rise to a position of affluence and power 
only through his own efforts. This admiration for self-reliance was 

of course in the tradition of Franklin and Emerson and was 
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consistent with a widely prevalent view of nineteenth-century 

Americans that the United States was indeed a land of unlimited 

opportunity in which proverty and social inequality were largely the 

consequences of shiftlessness and lack of personal integrity; a land 

where not much formal education was needed for success and 

might even prove a hindrance. On one point, however, Alger was 

ambivalent. The only ultimate success in life in the Alger formula 

was material success. No pie in the sky, no formal religious rewards, 

no doing good for the sake of doing good! On the other hand, too 

much worldly success was scarcely worth the candle. Alger heroes 

were not destined for wealth that left them idly rich or, for that 

matter, socially or politically powerful. Too much success implied 

gains beyond morally acceptable limits. Access to the upper middle 

class, to levels appropriate to small-business achievement, should be 

the reward of constant striving and virtue with no special return to 

providentially dispensed personal talent. 

From approximately 1880 to 1930 Alger’s vision of the possibility 

of escape from proletarian poverty was both a comfort and an 
inspiration. It mirrored the aspirations of a people, just as John 

Philip Sousa reproduced the martial sounds they loved to hear and 

the Saturday Evening Post and Chautauqua provided the intellectual 

forums they could trust. The alleged threat of monopolistic 
exploitation by large business units was dismissed as inconsequential 

by an electorate that was more impressed with the remarkable new 

products of American industry than with fulminations against the 

price policies of the firms that produced them. 
Indeed, the public’s lack of enthusiasm for antitrust laws, 

ambiguously drawn by legislators and largely enforced by judges 

sympathetic to big business, suggests the lack of concern about the 

“problem of monopoly.” Only when large retail units appeared in 

the form of local outlets for the mail-order houses and, horror of 

horrors, as units in great chains of grocery, drug, hardware, and 
variety stores, was popular resentment apparent, for the “chain 

stores” spread tentacles that would ultimately strangle the “inde¬ 
pendent” retailer. It is difficult for contemporary Americans to 

imagine the grievous threat to small business posed by this 

development. A Federal Trade Commission investigation of the 
early 1930s concluded that chain stores were in fact the benefici¬ 

aries of price discrimination in their favor, and small-business 

interests exhibited their political muscle by securing passage in 1936 

of the Robinson-Patman Amendments to the innocuous Clayton 
Act. Aimed at preserving the small competitor, statutes of these 

dimensions, along with resale price maintenance laws of the states 

and the federal jurisdiction, were made insignificant by the 

cataclysm of the Great Depression and the New Deal legislation 

passed to halt the disintegration of the economic system that began 
in 1929. 

For small business the length of the Depression (1929-1940) was 

as tragic as its depth. Yet this blow to enterprise generally, and 

small enterprise in particular, was quickly followed by the improved 
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economic climate of World War II years—a period of special relief 

to small businesses—and then by a quarter century in which the 

benefits of New Deal economics were gratefully accepted by a 

business community that had bitterly resisted nearly every single 
piece of social and economic legislation proposed in the 1930s. We 

who were young in the days of Franklin Delano Roosevelt were 

persuaded that the disrupted society of the time should strive for 
two great goals—protection from the forces of competition of 

vulnerable sectors of the economy and stabilization of economic 
activity. We took the view that people in large groups—such as 

farmers, laborers, the old and the indigent, securities buyers, and so 

on—should be buffered from the harsher manifestations of unbri¬ 
dled capitalism. We took the further view that the American people 

should never again have to confront the degradation of an 

economic malfunctioning comparable to the Great Depression. We 

were also persuaded (in what now seems unduly moralistic fashion) 

that if people were thus fundamentally protected from the vicissi¬ 
tudes of economic life they should expect no more from society; 

thus shielded, anyone so lazy or incompetent that he could not 

make it in the competition did not deserve better. 
To the extent that such broad prescriptions for public policy 

provided a climate that would meet the aspirations of the succeed¬ 
ing generation for social and economic justice, New Deal economics 

was successful only until the middle 1960s. There is no blinking the 
fact that since 1965 (post-Watts) fervid and energetic spokesman for 
change have increasingly demanded that the individual—not 

groups—be protected from adverse winds of change, and the 
corollary movements of the new egalitariaism—consumerism and 

environmentalism—may ultimately impose such great costs on 

business that only large units can bear them, even as they pass on a 
large part of the costs in the form of price increases, without 

massive attrition in the number of firms. 
But at least until the early 1970s the institutional changes largely 

wrought a generation ago have admirably served the small business 
sector. The number of retail firms, which comprise such a large 

proportion of small businesses, has declined remarkably little over 

the past 30 years or so, and the decline that is evident has been at 
the very small end of the size spectrum where vulnerability of the 

small firm is notoriously greatest. Writing in the late 1950s, 

Professor Morris A. Adelman observed that the number of inde¬ 
pendent business firms per thousand employed had not changed 

much over the past half century,2 and I find no evidence to suggest 

this statistic has varied significantly in recent years. The tight-money 
episodes of 1966 and 1969 apparently forced many first-class small 

Firms to merge with larger units, and the inability of the Federal 

Reserve to control the rate of growth of the money supply suggests 
that this problem will plague small businesses in the coming decade. 

2 In R. E. Freeman, edPostwar Economic Trends in the United States, (New York: Harper 
and Row, 1960) p. 303 and see also p. 294. 
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Moreover, attempts to expand small, black-owned ghetto enterprises 

have been disappointing, as Governor Andrew F. Brimmer of the 

Federal Reserve Board has been at pains to show. Yet the 
conclusion emerges that the average size of small businesses in the 

United States continues to increase in real dollar terms, and the 
viability of the well-managed small firm is today more nearly 

predictable than ever before. 

But what of the historic small-business ethic in America of the 

1970’s? It persists, I fancy, in the formulation sketched in the 
opening paragraphs of this essay, which is essentially the Alger 

statement of the late nineteenth century. As such it proves illusory. 

Success in small business, as distinguished from the mere purchase 

of a job, depends on more than hard work and virtue and luck. It 

depends in part on the mastery of techniques. Those who monitor 

the performance of small businesses report that truly successful 

enterprisers almost invariably possess the ability to do sophisticated 

Financial planning and to analyze creatively the market they serve. 

Knowledgeable control and aggressive service are the hallmarks of 

routine success. Schools of business profess these skills effectively, 

and so doing, make their steady contribution to the ranks of 

corporate middle management and to comfortable livings for men 
and women who strike out on their own. In this limited sense they 

add to the social and economic mobility of ordinary talents. 

But in small business and large the ultimate success is achieved by 

men and women who have a special talent, the talent for undertak¬ 

ing ventures. These are the gifted few who do more than the 

humdrum chores of administration, who risk everything, on their 
own or with somebody else’s capital, in the initiation or extension of 

an enterprise. They shoot craps in the full understanding that a 

wrong turn of the dice brings ruin. They play for enormous stakes 

and sleep well nights while waiting for news of an uncertain 

outcome. In Irving Fisher’s wonderful expression, the true entre¬ 

preneur has the knack of “coming out where he looks.” 

There are and there always will be only a few who can achieve 

remarkable success in the business world, large or small. To 

suppose otherwise is wishful thinking. But it is precisely this kind of 

thinking that relieves the burdens of the world, that lightens the 

darkness of mediocrity in any kind of endeavor. So long as the 
possibility of success remains for those who just may have the trading 

temperament, who have the courage to risk life itself in the hope of 

gain, an economic system will prevail that puts the allocation of 

resources beyond the power of the One Big Office of Marx and 

Lenin. So long as the possibility remains, the American business 

system will retain political support for its centuries-old role. 
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Introduction 
The creation of the Small Business Administration two decades 

ago was in response to a widespread belief that our private money 

and capital markets did not give small business a “fair deal.” What 

was thought to constitute a fair deal varied among observers. A 
general feeling prevailed, however, that small business could raise 

capital only on grossly inequitable terms. The capital markets were 
not “fair” in dealing with small business. 

The change in the two decades has been considerable. Chapters 
IV and VI in this section spell out the financial role of the SBA 

itself. Other chapters in Part Two deal with the private financing of 

small business. The main role of this chapter will be to attempt a 
summary evaluation of the general climate of small business 

financing which has evolved as a result of changes in both the 

public and private sources of small business financing. 
Evaluation of financial markets depends, of course, on the results 

expected from the operation of institutions. Presumably, financial 

markets should allocate resources in such a way that national output 
and welfare are maximized. Future output and welfare, however, 

require a dynamic and changing economic system. Finance should 
serve not just the status quo but also should serve the future, which 

latter means that financial institutions should service new small 

businesses. 
An unresolved ambiguity in this sort of statement is that, without 

an understood time frame of reference, it may be almost meaning- 
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less. Over a short period of time the merits of small business and its 

contribution to national income and welfare may be quite different 

from those generated over a much longer time span. In this chapter 
it will be assumed that the proper standard of evaluation is that of 

the long run. A rich nation does not have to scramble for short-run 

benefits; it can and should take the long view. 

Recent Developments Complicating Small Business Finance 

When the SBA was formed two decades ago, the problem of small 

business access to the capital markets appeared to be primarily that 

of opening up debt capital sources. However, venture equity capital 

was soon shown to be a larger problem. Venture equity investment 

must compete with the equities of established companies listed on 

the organized exchanges. Equity investment is the principal outlet 

of individual investors, particularly those seeking growth of capital. 

The increasing attention paid to growth stocks during the first 

three-quarters of the SBA’s life gave small businesses with growth 

potential a particular appeal to venturesome investors. 

However, the inflation since the mid-1960’s has, with some delay, 

had a profound effect on investors’ beliefs. Perhaps the greatest 

change has been the disillusionment with equities as an inflation 

hedge. The weak stock market of the past five years has been 

interpreted by many as a growing recognition of a deficiency in 

equity investment in general. High income investors have been 

hunting for outlets for funds that combine tax sheltering with 

current cash flow. While this favors the kind of small business that 

has to do with real estate finance, it has not worked favorably for 

small business as a whole. 

Moreover, small business has not fared very well in this new 

environment. For example, a former favorite of venture capital 

investors, the small electronics firm, has fallen from favor and many 

of them have disappeared. Defense-related small business has also 

had a difficult time surviving. The many small concerns in the 

software branch of computer applications, as well as others in this 

field, have faced difficult problems of survival—and many just did 
not solve those problems. Finally, the new issue market, which has 

usually been the cashing-in device for successful venture capital 

investors, has been quite erratic in performance. 

Pattern of Chapter 

The major thrust of this chapter will be to brave the dangers of 

inadequate data and evidence and to attempt a very general 

evaluation of the current state of small business access to the capital 

markets. To do this, some preliminary steps will have to be taken. 

First, the very concept of efficiency and fairness in the capital 
markets will have to be re-examined in terms of small business 

needs. Second, the major unresolved problems of small business 

finance—particularly those that do not appear to have been solved 

by the efforts of the past two decades—will be identified, at least 
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tentatively. Third, reasonable standards for evaluation will be 
discussed. Fourth—the major thrust of this paper—will be the 

evaluation itself. Finally, further possible steps to improve small 

business access to the capital markets will be discussed. 

Efficiency of Capital Markets: The 
Small Business Point of View 

The efficiency of capital markets may be judged both in terms of 

their operational efficiency and their allocational efficiency. Small 

business promoters probably would want to have an additional 

factor considered: their dependability as sources of funds over 
various phases of business and Financial market conditions. 

Surprisingly little quantitative evidence can be marshalled on any 

of these points. Most of what can be said will be based on rather 

casual empiricism. Much of the problem, of course, is due to the 

factual uncertainty that continues to surround small business 

operations and their results. 

Operational Efficiency 

The concept of operational efficiency is that of the cost of 

operating the system; the difference between outputs and inputs. It 
is similar to the engineering concept of efficiency: the ratio of 

energy output to input. For large corporations, a great deal of 

evidence is available. The margins taken by capital market institu¬ 
tions in raising funds has been studied by the SEC and the results 

suggest that the United States enjoys the most efficient capital 

market the world has ever seen. 
Similar evidence for small business is not available. The opera¬ 

tional margins are doubtless larger, for we do know economies of 

scale exist in the capital markets. Anecdotal evidence suggests quite 
large margins in some cases, but we simply do not know much more 

than that. 

Allocational Efficiency 

The testing of allocational efficiency—the maximizing of national 

product and social welfare—does not admit of certainty at any 

range of business size. Since we cannot estimate what the results 
would be from greater channeling of funds into small business 
investment, we cannot guess, even vaguely, how much product or 

welfare has been foregone by this deficiency. However, some 

indirect evidence can be cited: small business investment does not 

appear to have produced average returns at all out of line with the 
risks faced. In fact, it is possible that average small business 

investment, as gold mining was reputed to have been, has not 
compensated investors, on the average, for the risk taken. A 

negative return is not at all impossible. 
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The problem, of course, is that of risk and risk measurement. 

Investors exact a price for bearing risk. Unless subsidized, more 

risky businesses face higher costs of capital. The cost of capital for 

large cyclical businesses is doubtless larger than for the more stable 
ones such as public utilities. And when inflation increased the risk 

of return to investors in public utility equities, that fact alone 

increased the cost of capital for public utilities. Furthermore, 

adherents to the efficient capital market thesis of the capital asset 

pricing model, as we shall note below, believe the evidence shows 

that the price of risk is a linear function of variability. It must be 

admitted immediately, however, that the concept of variance used 

by these theorists may be very remote from the reality of small 

business operations. 

Dependability 

A good market source of capital is a dependable one. Businesses 

of all sizes, however, face considerable variability in the market for 

corporate equities. The cost of equity capital shifts greatly and often 

without clear rationality. For example, observers of early 1973 

equity markets have seen a weak stock market against the back¬ 

ground of very strong profit and productivity performance. But 

small business suffers an additional problem. While small business 

does not usually secure funds from the open and public equity 

markets, the sources from which they function, except those 

sponsored by Government, are undoubtedly much influenced by 

events affecting the open public equity market. The venture capital 

investor will be strongly tempted by small business opportunities 

when he judges the levels of open market stock prices to be high 

and the opportunities for capital gains thereby reduced. The 

lowered cost of equity capital in the open markets thus gets passed 

along to the more private and negotiated equity markets of small 

business. But if the open and public equity market becomes 

disorderly and uncertain, the venture capital investor may take 

either of two views, both unfavorable for small business investment. 

First, such an investor may find stock market opportunities that 

appear to him to have as great a reward (and possibly less risk in 

the long run), as a negotiated, and therefore illiquid, investment in 

a proposed small business venture. Second, the natural tendency of 
investors to avoid taking losses may leave such an investor without 

the funds needed for a negotiated small business investment. 

The initial “going public” offerings of small and moderate sized 
businesses may be considered the route by which promoters and 

their associated direct investors can cash in on success. The record 

of such “going public” offerings is that of extreme variability, a 
history that could well be considered erratic. While the delays that 

may be involved in waiting for a favorable market for a public 
offering may be inconvenient, by themselves they are not necessarily 

fatal. Nevertheless, if they delay access to the funds which experi¬ 

enced venture capital investors are waiting to provide via new 
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negotiated investments either of first or second phase financing, 
then the cost of small business capital is bound to be that much 

higher. 

HOW DEPENDABLE AND “FAIR” IS THE NEW 
ISSUE “GOING PUBLIC” MARKET? 

One complaint of small business promoters and their financial 

backers apparently can be laid to rest. When new issue markets 

were “hot” and sharp advances in price were more the rule than the 
exception, it was argued that investment bankers were underpricing 

issues to ease their sales problems and to keep a satisfied and 
responsive stable of buying customers available. These early buying 
profits were looked on as providing an inadequate return by those 

who were raising capital. The most recent inquiry into this problem 
suggests that the amount of early profit is no more than would be 
required as a risk premium to get the public holding started. 

Subsequent returns to investors in such issues do not appear to be 

significantly different from general market returns.1 
It is important to note, however, that the research on the pricing 

in new issue markets seems to contain a number of contradictions 

and inconsistencies. These differences result partly from the testing 
techniques utilized, but perhaps more important, from the period 

of time covered by the basic data. Some research finds underpricing 
and early profits but further suggests that long-term investment in 

new issues actually returns less than the average market rate of 
return.2 Other studies find differences stemming from the character 

of underwriters. Prestigious underwriters seem to retain more of 

the issue’s value for the seller and to underprice less. However, they 
also appear to make better selections, since long-term results are 

better than on issues put out by nonprestigious underwriters.3 Still 
another view is that the more significant difference is to be found 

in the nature of the stock market in general at the time of the 

offering. A new issue offered in a rising stock market produces 
results superior to the market as a whole; in a declining market it 

produces losses greater than the market as a whole.4 

THE TIME HORIZON PROBLEM 

One of the problems in evaluating the functioning of capital 

markets with respect to small business finance is that investors in the 
open equity markets often operate with quite different time 

*J. G. McDonald and A. K. Fisher, “New Issue Stock Price Behavior,” Journal of 
Finance, Vol 27, No. 1; March 1972 pp. 97-102. 

2 Hans R. Stoll and Anthony J. Curley, “Small Business and the New Issues Market 
for EquitiesJournal of Financial and Quantitative Analysis, Vol. 5, pp. 309-322, September 
1970. 

3 Dennis E. Logue, “On the Pricing of Unsecured Equity Issues: 1965-1969,” Journal 
of Financial and Quantitative Analysis, Vol. 8, No. 1, January 1973, pp. 91-104. 

4 Frank K. Reilly, “Further Evidence on Short-Run Results for New Issue Investors,” 
Journal of Financial and Quantitative Analysis, Vol. 8, No. 1, January 1973, pp. 83-90. 
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horizons than those that fit the natural rhythm of small business 

development. Many of the open public capital market investors, and 
particularly the institutional ones, operate with objectives that are 

typically measured in terms of months, and one or two years at 

most. Investment performance has become a professional obsession 

and the period over which performance is judged is often quite 

short. 
A new small business, however, often needs more than a few 

years in which to demonstrate its viability and profitability. Some 

venture capital investors mention five years as the maximum waiting 

period they will contemplate in making a bargain. More patient and 

long-headed investors admit that even more time may be needed to 
“prove” the investment. Five years, however, is considerably longer 

than the turnover period for most institutional investors and much 

longer than the period that marks their testing by clients. 

Identification Of Small Business 
Capital Market Problems 

The problems small businesses encounter in seeking funds from 

the financial markets are of two kinds: the problem of terms, or 

“cost-of-capital” problem, and the problem of availability. Most 

small business entrepreneurs appear to find the second problem 

greater than the first, although the two problems are, of course, 

related. Cost of capital for all sizes of business varies rather 

materially, depending on risk. The basic question is whether the 
variation is determined by identifiable risk differentials, or by size 
alone and apart from risk. 

Small businesses unquestionably present more risk to investors 

than larger businesses, all other factors being equal. Merely the 

difference in potential for diversification necessarily leads to this 

conclusion. Beyond the problem of limited diversification, small 

business ventures present an added dimension of risk: newness. In 

fact, it is quite possible that the major problems of small business 

finance might be defined as the problems of new business finance. 

But newness itself has a number of critical dimensions. 

THE PROBLEM OF NEW SMALL BUSINESSES: WHO 
SHOULD BEAR THE RISK? 

When a newly established business is launched, it presents risks 

both for the owners and for any financial institution that might 

provide aid. About the only exception would be franchised outlets 

of a franchiser with a record of established success, in which case 

any one unit can hardly be considered by itself as a new business. 
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If we want a dynamic economic system, we most certainly want to 

have a steady stream of new business formations. Existing busi¬ 

nesses often promote new technology and new methods, but the 

inhibiting effects of old business bureaucracy are not to be 
minimized. However, if we are to have the ready formation of new 

businesses, at least two basic conditions must be anticipated. First, 
the promoters of new businesses, particularly those with a techno¬ 
logical content, typically will not have the funds with which to 

finance their ventures; outside sources of venture capital, therefore, 
are essential. Second, the failure of some of these new ventures is 

inevitable, hence, venture capital investors must be able to absorb at 

least some failures without withdrawing from venture capital 
activities. These venture capital investors should have considerable 
skill in evaluating the probabilities of success and failure in new 

ventures, and also the advisory skills to maximize the chances of 

success, given the basic circumstances of these new ventures. In 
other words, we need venture capital investors who supply not only 

money but also an important dimension of management consultant 

skills. New England is reputed to have such a population of 
investors (though not a very large one), but it is not clear that other 

sections of the country are as well endowed. 
It must be noted that although external capital is an important, 

and sometimes a vitally necessary ingredient in the success of small 

business enterprises, the general opinion is that management, and 
particularly the unique skills of the promoter as a manager, are 

more important than any other single factor. In other words, the 

managerial elements reviewed in Part Three of this volume may be 
more important than the problems of obtaining capital for new 

enterprises. 

ESTABLISHED SMALL BUSINESSES NOT A 
PROBLEM 

Established small businesses present a quite different picture; they 

have a track record by which the probability of future development 

can better be evaluated. An established small business that has a 
record of success and growth for a period of several years is more 

likely to find support from various financial sources. Growth has a 

powerful attraction for investors. The only real requirement is that 

there be enough available alternatives that fair and equitable terms 

can be found by the small firm. Most of the evidence demonstrates 
that attractive small businesses with a track record do find support 

in the financial markets as they are now organized. The principal 
complaint most often registered involves the unreliability of interest 

in small business investment. In a later section we shall deal with 

this problem of market fickleness. 

THE ESTABLISHED SMALL BUSINESS WITH A 
HISTORY OF MINIMUM GROWTH 

Small businesses that have a moderately long history of operations 
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without material growth do not attract much attention from the 

venture capital segments of the capital markets. This does not, 
however, necessarily indicate a defect in the system of financial 

markets. If a business has struggled at the margin of survival for a 

number of years, should further external resources be put into such 

an operation? Perhaps not. But if there is a potential for growth, 

which so far has not been realized because of lack of capital, a case 
can be made for employment of more risk capital. 

A small business that has an established record of profitability but 

little growth may fall into several categories. Some businesses are 

small, and remain small, simply because their proprietors do not 
wish to assume the burdens or risks of attempting to grow. Family 

businesses, or those businesses which are mainly an extension of the 

proprietors’ special skills, are often in this category. Such businesses 
often generate all the capital they need from internal sources and 

no demand is made on the capital markets. Short-term credit is 

easily available to these firms, and often on good terms. No tears 

need be shed for this sort of situation. Indeed, it can be argued that 
the acquisition search of conglomerates and other large corpora¬ 

tions has furnished a market for such businesses that accounts for 

many cases of individual fortunes. The only problem, which will be 

dealt with later, is that this is often, again, a rather fickle market. 

NONGROWTH SMALL BUSINESSES, BUT WITH 
GROWTH POTENTIAL 

If a small business has not grown because the owner has been 

reluctant to undertake the role of promotion, or because he has 

been unaware of its potential, other promoters can usually be found 
to take over this role. Restaurants with a distinctive style or format 

have sometimes existed for years as individual institutions, even 

though they attained rather wide reputations. Promoters have then 

sometimes used these “originals” as the incubator for development 

of a chain of similar restaurants. The frequency with which this 

happens suggests that risk capital for such expansions can be found 
in existing channels. In fact, the frequency with which such charm 

and appeal do not appear to be subject to successful duplication 

suggests that risk capital may be too freely available for some kinds 

of spurious “growth” situations. 

Recent research has found that although risk and size of company 
are negatively correlated, smaller companies are not necessarily 

riskier simply because of size.5 An explanation of this apparent 

paradox suggested by the investigators is that small business tends 

to be concentrated in those lines of activity which have greater 

income variability, and therefore variability of investor return. One 

hypothesis which was not tested in this particular work, but which 

5 W. W. Alberts and S. H. Archer, “Some Evidence on the Effect of Company Size 
on the Cost of Equity Capital,” a paper presented at the Western Finance Association 
Meetings in August 1972. Published in the Journal of Financial and Quantitative Analysis, 

Vol. 8, No. 2, March 1973, pp. 229-242. 
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might bear fruit, is that small businesses, concentrated in areas of 

low capital intensity, inevitably have greater variability of return, 

since such returns depend more on factors other than capital. One 
further element not pursued in this research is the effect of 

differential leverage on risk and returns. Since most research does 

indicate a greater use of debt capital by smaller firms, other factors 

being equal, the influence of this point merits further research. 

RISK IN MODERN CAPITAL MARKET THEORY, AND 
SMALL BUSINESS FINANCE 

Capital market theorists define investment risk as the variance of 

realized returns from expected returns. These theorists have 

experimented with various statistical forms of variance, such as 

semivariance. However, in the end, most have returned to the 

squared form of standard deviation, which is technically labeled 
“variance,” and use it in their work. 

Variance of return, as risk, contains two elements, systematic risk 

and unsystematic risk. Unsystematic risk is defined as the variance 

of return of a specific investment which is unique to that specific 

investment. The failure of a company in otherwise prosperous times 
is an extreme example of unsystematic risk. Systematic risk is that 

portion of variance which is a product of the capital markets as a 

whole: when the stock market as a whole moves up and down, the 
resulting variance in return to investors is considered to be due to 

systematic risk, or risk that inheres in the system. 

Unsystematic risk theoretically can be reduced to a minimum by 

diversification of portfolio assets. Modern portfolio theory stresses 
diversification, not by a large number of assets, but rather by the 

inclusion of assets the returns from which have as low a level of 

correlation as possible. A perfectly diversified portfolio could consist 

of as few as two securities if their respective returns were fully 
negatively correlated. Combined in appropriate proportions, such a 

portfolio would have no variance of return; it would be riskless 

even though it consisted of two risky assets. Unfortunately for the 
demonstration of theory, there are no assets with perfect negative 

correlations and almost none with any degree of negative correla¬ 

tion. Most securities reflect a degree of positive correlation with the 

securities market as a whole and therefore with each other. Thus, 
the operationally optimum or “efficient” portfolio is one with low 

positive correlations. Experiments suggest that portfolios with as 
few as a dozen securities may be reasonably “efficient.” 

The research of capital market theorists has been interpreted by 

them (but not by some others) as suggesting that the capital market 

does not offer any reward for the bearing of unsystematic risk since 

it can be largely eliminated by diversification. The superior return 
of the equities market is believed to be mainly the reward for 

bearing the risks that unavoidably inhere in the equities market as a 

whole. 

These ideas and this evidence—to the extent it can be accepted— 
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could have material bearing on the returns that might be expected 
from small business investment. Small business ventures present a 

potentially large variance of return. However, a rather large part of 

this variance is probably “unsystematic.” Small business success or 

failure may be mildly correlated with the movements of the equities 

market, but the main determinants probably lie elsewhere. This 
would suggest that portfolio managers, intent on building “effi¬ 

cient” portfolios, should seek small business investments which 

appear to be little correlated with the securities markets as a whole. 

In fact, however, no such use of small business investment strategy 

appears to have been made. While it is still premature to say that 
the theory makes a strong case for such a practice, it is too early, on 

the other hand, to reject completely the idea that small business 

venture investment offers some important portfolio strategies not 

yet fully exploited. 

Availability As A Capital Market 
Problem Of Small Business 

Many small businesses, while dissatisfied with the high costs they 

face when negotiating investment support in the capital markets, 

are even more bothered by the erratic availability of funds. These 

markets are volatile and the degree of supply they offer to those 
seeking new funds varies with stock price levels. A still further 

factor is that institutional investors now play a larger role in equity 
markets; the importance of this is that institutional investors tend to 

be not only more focussed on the short run but also less willing to 

expose their public positions to the embarrassment of the large 

proportionate losses that small business investment incurs, even if 
the average return from such investment activity proves to be quite 
satisfactory. 

Institutions As Small Business Investors 

Two decades ago, when the SBA was established, the stock 

market was still dominated by individual investors. Institutional 

investors were in the minority. Since that time, and particularly in 
recent years, institutional investors have become dominant in the 

organized security exchanges. Institutional holdings are still less 

than individual holdings of corporate equities, but their turnover 

rates are higher and institutions now account for about two-thirds 
of trading volume. 

Of all the institutional investors, commercial banks, as trustees for 
individuals or pension funds, are the most important. Commercial 

banks, however, are not important small business investors through 

this channel. (They are often important small business investors 

through affiliated and subsidiary SBICs.) Many commercial banks 

are now publishing the lists of companies represented in their trust 
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investment accounts. These lists, almost without exception, are 
dominated by the old, large, and well-established companies, usually 

the so-called proven growth stocks. In the late 1960’s, when some 

aggressive “go-go” type investment companies were leading the lists of 

performers, these funds invested in small businesses. However, the 
subsequent unhappy performance of such funds reduced the 

remaining investment companies to timid investors in small busi¬ 
ness. The remnants of earlier ventures are often now discreetly 
retired to balance sheet footnotes, or to the institutional anonymity 

of the “other” account in their portfolio lists. 

One of the inhibitions to small venture capital investment by 
institutional investors is the time period involved. New small 

business ventures do not often come to fruition in less than five 
years, and many take even longer periods of time. This factor has 

previously been mentioned as one of the features that makes open 

public equity markets incomparable with negotiated venture capital 

investments. The open-end investment companies that depend on 
continued sales have to show prospective investors current “per¬ 
formance” in order to make new sales (or to avoid excessive 

redemptions.) It would appear that closed-end investment compan¬ 
ies would be freer to take the long view, but there is not much 

evidence that they have taken advantage of this opportunity, if 

indeed it be an opportunity. Pension funds are basically very long¬ 

term institutional investors, but when the management of them is 

placed in professional hands (such as the trust departments of 
commercial banks or the money management departments of 

investment banking firms), the clients are likely to judge perform¬ 

ance on a relatively short-term horizon. They are not likely to have 

the patience to wait for profits five to ten years in the future. 
Perhaps just as important, the trustee or “prudent man” attitude 

of professional portfolio managers militates against the high risks of 

small business venture investment. A man may take risks with his 

own money but he hesitates to take the same risks with the funds of 
others which have been entrusted to his supervision. 

VENTURE CAPITAL INVESTMENT BY 
INSTITUTIONS: THE SEC STUDY6 

The Securities and Exchange Commission’s institutional invest¬ 

ment study, which drew its data mainly from the second half of the 

1960’s, showed an appreciable degree of venture capital activity. 

However, this activity was clearly limited to a small number of 
institutions and the amounts involved were not large. A principal 

incentive, the study found, was the purchase of a private placement 

at a substantial discount but with a time limitation on subsequent 
sale. This gave rise to the so-called “letter stocks.” Since the study 
ended before the full effects of the stock market retreat were 

6 Institutional Investment Study Report of the Securities and Exchange Commission (Wash¬ 
ington, D.C.: GPO 1971). The portion dealing with venture capital investment appears 
in Vol. 5, Chapter XIV, Part G, pp. 2476-90. 
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evident, its application to the current situation is far from clear. It 
would appear, however, that such institutional participation has 

decreased greatly. 

Inflation As An Influence On Small Business Financing 

Although the institutional and individual sources of small business 

finance have generally increased and improved over the past two 
decades, during the later part of this period a new and inhibiting 

influence appeared, inflation. Inflation increases the nominal cost 

of capital for almost all business size categories. Interest rates tend 

to be higher, and the cost of equity capital also appears to increase. 

Established businesses with some degree of market power may be 
able to recoup the greater cost of capital in nominal profit increases 

but this ability does not extend to small, and particularly new, 

businesses. 

Indeed, inflation presents a series of difficult problems for any 
business in which access to external financing is critical. Inflation 

not only increases costs; it also makes cost forecasting and budget¬ 

ing much more difficult. Inflation tends to increase risks and, 

thereby, the cost of capital. About the only relative advantage small 

business has during a period of inflation comes if a particular form 
of direct price control, “jaw-boning,” is attempted by the Govern¬ 

ment. When this happens, large and conspicuous corporations are 

compelled by visibility (perhaps by law as well in other types of 

control) to adhere to price restraints, even the voluntary ones. Small 
businesses may thus enjoy the ability to increase prices without as 

much public attention or resistance. 

Inflation has still another channel of influence on the stock 

market and on the access of small business to equity financing. 
Inflation has been a major factor in reducing international confi¬ 

dence in the dollar. With reduced confidence in the dollar, foreign 

investors, who formerly were glad to participate in our stock 

market, are much more reluctant to do so. We are not, however, 

able to say with certainty that this factor especially affects the small 
firm more than the large. 

GENERAL DISILLUSIONMENT WITH EQUITY 
INVESTING 

For the first time since statistics on stock market participation 

were initiated, the number of equity investors in the United States 

has recently decreased. The volume of trading on the organized 

exchanges tends to be at low levels, and most of the trading that 
takes place is identified as institutional. Many commission brokerage 

firms are losing money. The influence of this evident retreat from 

open stock market investment on small business venture investment 
cannot fully be appraised at this time. Nevertheless, since the 

traditional route of cashing in on ventures has been through “going 

public,” and since such offerings are inhibited by a weak stock 
market, one would expect to find a significant impact. 
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Evaluation Standards: Capital Market 
Treatment Of Small Business 

Efficiency and equity are not matters for which there are clear 
and recognized yardsticks. Small business probably should expect to 
encounter higher costs of capital in the financial markets, but how 
much higher? Even the largest businesses face increased costs of 
capital whenever their operations disclose increased risk. For 
example, the costs of capital for all public utilities, even for AT&T, 
have been increased not merely by higher interest rates and their 
accompanying effect on the cost of equity capital, but also by the 
risk for investors produced by the lag in the regulatory process in 
recognizing these higher costs of capital and in allowing higher 
service rates. 

If we are to accept the standards of the free market in the 
allocation of capital resources, it follows that a higher cost of capital 
for small business when inflation prevails should not be counted 
any breach of efficiency or equity—if the funds are available! But 
the acceptance of free market standards may be at the heart of the 
matter. It should be recalled that the SBA is not the first major 
experiment of the Federal Government in dealing with the capital 
problems of small firms. More than two generations ago agriculture, 
a very important special form of small enterprise, became the 
beneficiary of an extensive Federal program of capital supply. The 
degree of direct subsidy has always been rather small, but the 
indirect form has been of major importance. The Federal Govern¬ 
ment sponsored the agencies that supplied credit and sometimes 
also provided guarantees of their credit. At the time these programs 
were originated, agriculture was thought to be a depressed industry 
which was being unfairly treated by the financial markets. Although 
agriculture is now prosperous, the credit agencies and programs 
remain in operation. 

If existing financial institutions seem to neglect one sector of the 
economy, it can be argued that the role of Government should be to 
create, at least temporarily, arrangements for filling the gap. But 
the case for doing so with any element of subsidy is much more 
dubious. The record shows a strong tendency for self-deception on 
the part of Government with respect to subsidies. Granting of tax 
exemption, the sponsoring of agencies, or the use of the Govern¬ 
ment’s credit may not put an identifiable line item in the Federal 
Budget, but such actions are subsidies in an economic sense. 
Subsidies almost always imply the risk of resource misallocation. 

The standard suggested, therefore, is this: Small business or any 
other potentially productive segment of the economy can legiti¬ 
mately complain about the unavailability of capital. However, it 
must expect to encounter a cost of capital that covers fully the 
added risks that are involved. Socially useful innovation almost 
always has returns high enough to meet such costs of capital. Firms 
should have a chance to test and hopefully prove innovative 
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effectiveness, but they cannot complain if the price is high. They 
can complain however, if funds are available only erratically. 

Evaluation Of Present Situation 

In the absence of hard facts, the position of small business in the 
capital markets must be based on the most casual kind of 
empiricism: random observation and scattered fragments of evid¬ 
ence. This is particularly true since so much of small business 
financing is arranged by negotiation between a small number of 
persons who, for a variety of understandable reasons, are not 
anxious to publicize what they are doing. Nevertheless, some effort 
at evaluation is needed if there is to be any foundation for final 
recommendations. 

Availability Of Financing For Small Business Has Improved 

In the two decades of SBA operation, the availability of financing 
for small business appears to have improved. At the beginning of 
that period only a small number of venture capital companies or 
individual venture investors were functioning. Only a few invest¬ 
ment banking firms had “special situation” specialists who would 
review proposed ventures. Very few commercial banks were able to 
refer capital seekers to such sources. 

Now, the facilities added by SBA and the SBIC movement, 
described elsewhere in this volume, have been added to the 
available sources. Perhaps more important, the number of private 
sources has increased. Many more investment banking firms are 
involved in venture capital projects. Commercial banks, many with 
SBIC subsidiaries, are better equipped for the referral of those 
seeking outside venture capital. A number of nonfinancial corpora¬ 
tions have established departments for venture capital investment. 
But most important of all, the number of private investors who are 
aware of the opportunities (but sometimes not as fully aware of the 
risks) has increased. The Rubel guide to venture capital sources lists 
over 450, along with a variety of suggestions for achieving a 
successful relationship with such suppliers.7 

RELATIVE AVAILABILITY OF DEBT AND EQUITY 
CAPITAL 

Gupta has shown that, among manufacturing corporations at 
least, the leverage ratio decreases with increase in size of firm.8 
Unfortunately this evidence is subject to two conflicting interpreta¬ 
tions. One interpretation would be that debt capital is quite freely 

' Stanley M. Rubel, Guide to Venture Capital Sources, 1970-71 edition (Chicago: Capital 
Publishing Company, 1971). 

H M. C. Gupta, “The Effect of Size, Growth, and Industry on the Financial Structure 
of Manufacturing Companies,"Journal of Finance, June 1969, pp. 517-29. 
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available to small manufacturing companies; otherwise they would 
not have been able to increase their leverage. The other interpreta¬ 
tion would be that equity capital is not available to smaller 
enterprises and thus they are forced to use their debt capacity more 
fully than large businesses. Intuition would give more support to 
the latter than to the former interpretation. One factor that may 
have been undetected in this study is that in recent years the use of 
equity kickers in debt financing probably has been concentrated in 
small businesses. Larger corporations presumably are less liable to 
have to “give away” such a bonus to get debt financing. For this 
reason, financing which appears on the reported balance sheet as 
debt, may nevertheless conceal a large equity content. 

Erratic Availability Of Financing Remains A Problem 

Although the number of sources and the volume of funds they 
are prepared to supply has increased, venture capital investors 
remain Fickle. Changes in the level of stock prices on the organized 
exchanges remain a large influence on availability. On balance, 
inflation probably has been an adverse factor tending to curb the 
flow of funds into ventures with any appreciable degree of risk. 
Furthermore, the increased concern of investors with the problems 
of inflation probably has shortened their time horizons. New 
business ventures that need a fair amount of time to mature into 
viable business operations probably have thus experienced a re¬ 
duced appeal to investors. 

Cost Of Capital For S mall B usiness Is High B ut Not Excessive 

The higher cost of capital for small business can be justified by 
the fact that such enterprises clearly present greater risk to 
investors9 without necessarily producing higher rates of return.10 

The cost-of-capital problem is almost certainly more one of 
newness and risk, than one of smallness alone. Several interesting 
fragments of evidence can be cited to support this view. 

FRANCHISE FINANCING 

National franchisers with established track records usually help 
franchisees to locate local financing, particularly when some sort of 
real estate or fixed capital outlay is involved. However, the national 
franchisers generally do not guarantee such debts; they merely 
arrange them. As a result, such transactions fall within the category 
of small business financing. In general, the terms on which such 

9 O. D. Dickerson and Michael Kawhja, “The Failure Rates of Business” in Irving 
Pfeffer (ed.), The Financing of Small Business (New York: The Macmillan Co., 1967), 
pp. 82-94. 

10 Theodore A. Anderson, “The Effect of Size on Profits in Manufacturing Industries” 
in Irving Pfeffer (ed.), The Financing of Small Business (New York: The Macmillan Co., 
1967), pp. 67-81. 
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financing is arranged are quite moderate; not much above the level 
involved in the open market financing of big and established 
corporations.11 In fact, such terms seem to be available in some 
cases where the national franchisers have quite a bit less than a 
proven ability to launch successful franchisees. 

SMALL TELEPHONE COMPANIES 

The telephone-communications industry in the United States 
consists of AT&T, one other national company, General Telephone, 
a small number of intermediate sized regional telephone companies, 
and about 1,500 very small concerns. The cost of capital for the 
intermediate-sized concerns appears to be no higher than that for 
AT&T. An examination of a small number of regulatory rate 
decisions suggests that the cost of capital for the 1,500 small 
telephone companies, while a bit higher than for the larger 
companies, is not much higher. The reason, of course, is that as a 
franchised utility supplying a much needed service, their safety 
record has been excellent. Smallness has not blighted their access to 
capital at very reasonable rates. What is more, this reasonable cost is 
often in the face of the fact that the growth potentials for such 
small telephone companies is often quite clearly limited. 

SMALL ELECTRIC UTILITIES 

A study of the cost of capital for small electric utilities, now 
unfortunately rather out of date, also found a negligible influence 
of size on the cost of equity capital. Indeed this study suggested that 
there was more difference for debt capital than for equity.12 The 
additional and rather interesting suggestion was made in this study 
that the cost of equity capital for very small enterprises, when 
supplied by the owners themselves, might be below market rates 
simply to give the owner the chance of leading an independent 
career.13 However, the owners of small enterprises often appear to 
have ways of extracting income, whether of a psychic or real form, 
which does not go through the formal income accounts. The issue, 
thus, was not clearly resolved. 

INDIRECT EVIDENCE FROM THE SIDE OF SMALL 
BUSINESS INVESTORS 

If the cost of capital for small business were excessively high, it 

11 Harvey S. Meily, “Franchising—A Lending Frontier,” Journal of Commercial Bank 
Lending, April 1970, pp. 2-34. 

12 E. F. Brigham, “The Cost of Equity Capital to Electric Utilities,” Public Utilities 

Fortnightly, Vol. 74, pp. 25-35, September 24, 1964. See also S. H. Archer and L. G. 
Gaerber, “Firm Size and the Cost of Externally Secured Equity Capital," Journal of Finance, 

Vol. 21, pp. 69-83, March 1966. 
13 E. F. Brigham and Keith Smith, “The Cost of Capital to the Small Firm," Engineering 

Economist, Vol. 13, pp. 1-26, Fall 1967, reprinted in Readings in Managerial Finance, 

Brigham ed., pp. 173-193 (New York: Holt Rinehart and Winston, 1971). 
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would follow that SBICs, other venture capital firms, and private 
venture capital investors would be, on the average, earning rates of 
return above those prevailing in the capital market. This is not the 
case. Considering the spotty record of both failures and successes, 
there is no evidence that venture capital investment has produced, 
on the average, more than other investment opportunities. In other 
words, the case for cost-reasonableness seems convincing. 

Further Steps Which Would Improve 
Small Business Access To Capital 
Markets 

Several of the above themes with respect to small business suggest 
ways of improving small business access to capital markets. Almost 
all of them center around some way of reducing the risk inherent in 
small business, both for promoters and for investors. 

Better Assessment Of Success Probabilities 

In recent years, research in business finance has developed and 
applied better and more powerful tools for assessment of business 
success probabilities. Much of this has focused on advance forecast¬ 
ing of business failures.14 The technique of multiple discriminant 
analysis seems to have increased the accuracy of such forecasts. If such 
techniques can improve the forecasting record with respect to existing 
businesses, perhaps they can be adapted to a better assessment of the 
probabilities for new or small business concerns. It is certainly true that 
risk anticipated more accurately is risk reduced. 

Costs of such research would be, of course, a problem. The use of 
such techniques to guide the investment of large amounts of money 
allows a wide spreading of costs. However, this might be an area in 
which public agencies, such as the SBA, could be of assistance to 
small business. 

More Educational Focus On Small Business Problems 

It must be admitted that, at the present time, most business 
schools go on the implied assumption that their graduates probably 
will be employed by large corporations. In fact, most of them do. 
However, many business school students harbor an urge to “go into 
business for themselves.” At present there is very little done in 
business schools to encourage or service this desire. The sponsor¬ 
ship of research on small business a number of years ago by the 
SBA brought about some increase in small business interest in 
business schools, but at present it appears to be lagging once more. 

14 Edward I. Altman, “Corporate Bankruptcy Potential, Stockholder Returns, and 
Share Valuation,” Journal of Finance, Vol. 24, No. 5; December 1969, pp. 887-900. 
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This recession of interest is quite understandable. Most business 
schools need budget supplements, which come mainly from big and 
prosperous corporations. Although the implied quid pro quo of 
training for service to big corporations is not pressed, the influence 
is of material importance. 

The increasing number of MBA students with an undergraduate 
degree in engineering should furnish a larger group of students 
with potential small business interests. The special opportunities for 
small business with a foundation in sophisticated technology makes 
this sort of combination particularly appropriate. 

Even the MBAs who go to work for big financial institutions 
should be exposed to some of the problems of small business 
finance. One of the persisting complaints of the promoters and 
proprietors of small businesses is that the loan officers of large 
financial institutions do not understand small business problems. 
Marketing majors often seem to be more sympathetic to the 
problems of small business than finance majors, since those in 
marketing are aware that sales must be made to businesses of all 
sizes. 

Encourage Investors To Plan For Longer Term Horizons 

An emphasis on short-term horizons is probably a serious flaw for 
all investors, even the most daring. With increased transaction costs, 
the potentials for short-term stock market profits have been greatly 
reduced for all investors, both large and small. Small investors face 
higher commissions and the outside of bid-and-ask spreads. Large 
investors have smaller transaction costs but cannot shift positions 
without influencing the market against themselves. More attention 
to longer-term investment results would be healthy for everyone— 
except commission brokerage firms. 

This should aid small business ventures that require a fairly long 
period of time for reasonable fruition of their plans. Experienced 
venture capital investors know that initial financing is very often 
followed by second phase and third phase needs, or even further 
phases of net external financing requirements. The patience of 
inexperienced investors, however, seldom lasts this long. A general 
change of market emphasis to the longer term should help. 

A More Stable Economy 

Experience now makes it clear that business is adversely affected 
not only by recessions and depressions but also by inflation. Small 
business probably is even more sensitive to these factors. It goes 
without saying—or perhaps the point is worth making once more— 
that whatever public policy can do to stabilize the economy as a 
whole would be a major contribution to more certain access of small 
business to the capital markets. 
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The Economic Need And Basis For 
The Small Business Investment 
Company Program; The Objectives 
Of The Program 

Economic Need And Basis 

Although a study of the needs of small business for long-term 
and equity financing was conducted in England even earlier, the 
concern in the United States for the financial plight of small 
enterprises gained a national perspective with the Department of 
Commerce study of small business financing in 1935. In this survey 
of some 6,000 small manufacturing firms, it was ascertained that 47 
percent could not obtain long-term funds from any source. 

In the period immediately following World War II, the Commit¬ 
tee for Economic Development included among its research projects 
on postwar economic problems a review of the funding of small 
business concerns. The conclusion it arrived at with respect to this 
matter read in part as follows: 

One of the fundamental needs of small and medium-size 
business is more adequate financing. More long-term 
credit is needed relative to short-term. . . . More owner¬ 
ship funds are needed relative to borrowed funds. . . . 
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Present banking facilities should be supplemented to open 
up, for the small enterprise, channels for capital loans and 
equity capital. . . } 

The Committee for Economic Development concurred in a 
recommendation made in 1945 by the Investment Bankers Associa¬ 
tion of America that new capital banks be formed for the purpose 
of financing small businesses. 

In 1949, in one of its earliest actions pertaining to small business 
financing, Congress authorized its Joint Committee on the Eco¬ 
nomic Report to study the volume and stability of private invest¬ 
ment and the Federal Government’s role in promoting capital 
investment. The Subcommittee on Investment made the authorized 
study and included the following statement in its findings: 

From the evidence submitted to the subcommittee, it 
seems clear that one of the important questions facing the 
American people today is to determine what steps can and 
should be taken to preserve an open door for investment 
in little and local business in terms of ownership as well as 
in terms of debt. That problem is paramount to the 
development of a steadily expanding economy.1 2 

In 1952, the Federal Reserve Board submitted a study to the 
Senate Small Business Committee on the cost and availability of 
credit and capital to small business. The study concluded that the 
availability of long-term debt and equity capital to small business 
had tended to diminish somewhat over the past two or three 
decades. 

A second Federal Reserve Board study, completed in 1958, 
concluded that a gap existed in the structure of financing institu¬ 
tions in the longer-term debt and equity capital areas; also, that 
there was room for a Government program to foster the flow of 
private investment funds to small business. 

It was this “institutional gap” that was the concern of Congress 
and which the Small Business Investment Act of 1958 was designed 
to fill.3 The Senate Committee on Banking and Currency, not only 
spoke of closing the institutional gap in the longer-term debt and 
equity areas, but went on to discuss the need for, and the objectives 
of the small business investment company (SBIC) legislation as 
follows: 

While there is difference of opinion as to the severity of 
the problem, there is general agreement that small busi¬ 
ness concerns are facea with a real difficulty in obtaining 
long-term loans and equity capital required for adequate 
growth and development. Commercial banks are not able 

1 Research and Policy Committee of the Committee for Economic Development, 
Meeting the Special Problems of Small Business, June 1947, p. 30. 

2 Joint Committee on Economic Report, Volume and Stability of Private Investment, S. 
Doc. 149, 81st Cong., 2nd sess., p. 7. 

3 U.S. Senate, Report of the Committee on Banking and Currency, Report No. 1652, 85th 
Cong., 2nd Sess., p. 2. 
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to furnish such financing; their function lies primarily in 
short- and intermediate-term lending; they do not supply 
venture capital or long-term credit. The present financial 
institutions which do provide a source or venture capital 
are not able to assist smaller firms. The cost involved in 
the public sale of securities is prohibitive to small business 
issuers. As a result there is no institutional source to which 
small business may turn to meet its capital needs. Unlike 
large business concerns, small-sized businesses must seek 
long-term funds in a most haphazard fashion which, by its 
very nature, does not provide for the economic growth of 
small firms that is possible and desirable. . . . 

The Small Business Administration does not meet and was 
not established for the purpose of meeting this institu¬ 
tional need. The SBA, through its lending program, 
assists small business concerns which have been unable to 
obtain financing through the commercial banks. . . . 
Therefore . . . the SBA . . . does not contribute in any 
significant extent to the growth and development of small 
businesses which need long-term funds. 
This new program will establish no direct contact between 
the Federal Government and small business concerns 
which need equity capital and long-term credit. Such small 
business concerns will obtain assistance from newly estab¬ 
lished private investment companies and from the State 
and local development credit corporations. . . .4 

Objectives 

The Senate Banking and Currency Committee stated that the 
SBIC program was to carry out the following principles: 

(1) To supplement, rather than supplant, existing private facili¬ 
ties. 

(2) To operate under a simple and flexible organizational struc¬ 
ture. 

(3) To operate and be accounted for in complete separation from 
other Federal small business programs. 

(4) To utilize to the maximum possible extent the facilities of 
State and local development credit corporations. 

(5) To concentrate upon meeting the equity and long-term credit 
needs of small business concerns.5 

The specific objective of the program appears in the Statement of 
Policy of the Small Business Investment Act: 

It is declared to be the policy of the Congress and the 
purpose of this Act to improve and stimulate the national 
economy in general and the small-business segment 
thereof in particular by establishing a program to stimu¬ 
late and supplement the flow of private equity capital and 
long-term loan funds which small-business concerns need 
for the sound financing of their business operations and 

4 Ibid. 
5 Op. cit., p. 3. 
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for their growth, expansion, and modernization, and 
which are not available in adequate supply: Provided, 
however, That this policy shall be carried out in such 
manner as to insure the maximum participation of private 
financing sources. 

It is the intention of the Congress that the provisions of 
this Act shall be so administered that any financial 
assistance provided hereunder shall not result in a sub¬ 
stantial increase of unemployment in any area of the 
country.6 

Legislative History Of The SBIC 
Program 

Initial SBIC Provisions 

Following the rendering of the report of the Congressional Joint 
Committee on the Economic Report in 1950 (previously men¬ 
tioned), Senators O’Mahoney, Sparkman, Lucas, and Maybank 
prepared and introduced a bill entitled the “Small Business Act of 
1950.” It provided for the establishment of privately owned national 
investment companies to furnish long-term debt and equity capital 
to small business concerns, with the original capital for such 
investment companies to be supplied by the Federal Reserve banks. 
The outbreak of the Korean War shortly thereafter diverted 
congressional attention from this legislation and it was never given 
thorough consideration. 

Senate Majority Leader Lyndon B. Johnson announced early in 
1958 that on the list of “must” legislation for that year was a small 
business investment bill. In April, Senators Johnson, Sparkman, 
Fulbright and others introduced S. 3651, which, with slight changes 
was passed by Congress as the “Small Business Investment Act of 
1958.” 

The Small Business Investment Act of 1958, in its original form, 
provided for the following: 

(1) A “Small Business Investment Division” in the Small Business 
Administration to administer the Act, such division to be 
headed by a Deputy Administrator. 

(2) Organization of privately owned small business investment 
companies, chartered by the States or by SBA, licensed by 
SB A, and capitalized by at least $300,000, including $150,000 
lent by SB A through purchase of subordinated debentures. 

(3) SBA loans to SBICs not to exceed 50 percent of the licensees’ 
paid-in capital and surplus. 

(4) Licensed SBICs were to provide equity capital to small 

6 Small Business Investment Act of 1958. 15 U.S.C. 661. 
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businesses on convertible debentures. They could also make 
loans to small enterprises, either directly or in cooperation 
with other lending institutions, such loans to have terms not 
exceeding 20 years and to be of such sound value, or so 
secured, as reasonably to assure repayment. 

(5) Total outstanding financing and commitments by an SBIC to 
a single enterprise shall not exceed 20 percent of the SBIC’s 
combined capital and surplus. 

(6) The Administration (SBA) is authorized to prescribe regula¬ 
tions governing the operations of licensed SBICs. 

(7) SBICs are required to make reports to SBA at such time and 
in such form as SBA may require, and they are subject to 
examinations by examiners selected or approved by SBA, the 
cost of which may be assessed against the licensees. 

(8) Through court action, SBA may cause forfeiture by an SBIC 
of all its rights and privileges under the Act for violation of 
the Act or regulations. 

(9) A separate title of the Act contains provisions for loans by 
SBA to State and local development companies for assistance 
to small businesses. 

Tax Provisions 

The tax provisions related to SBICs provided tax benefits as 
follows: 

(1) Section 1242 was added to the Internal Revenue Code of 
1954 to provide for an ordinary loss deduction (as con¬ 
trasted to a capital asset loss deduction) on losses incurred by 
a stockholder in an SBIC resulting from sale or worthless¬ 
ness of his stock. 

(2) Section 1243 was similarly added to the Internal Revenue 
Code to provide to SBICs themselves a corresponding 
unlimited ordinary-loss deduction on losses incurred by 
licensees on convertible debentures of small concerns or on 
stock received through exercise of the conversion privilege. 

(3) A new subsection was added to section 343 of the Internal 
Revenue Code giving SBICs a 100 percent tax deduction for 
dividends received from a domestic corporation to which 
SBIC equity financing has been furnished. This contrasts 
with an 85 percent deduction allowed non-SBIC domestic 
corporations on stock held by them issued by other domestic 
corporations. 

Securities Laws 

At the time that Congress passed the Small Business Investment 
Act of 1958, it authorized the Securities and Exchange Commission 
to adopt rules and regulations exempting securities issued by SBICs 
licensed by SBA from the registration procedure. SEC issued 
regulation E, which enabled SBICs to offer their stock to the public 
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in an amount up to $500,000 (originally $300,000) by use of an 
offering circular and other representations less complex than full 
registration. 

Revisions Of The Small Business Investment Act 

The Small Business Investment Act Amendments of 1960 pro¬ 
vided, in part, that convertible debenture bonds were no longer the 
sole means allowed for making SBIC equity investments. They also 
eliminated the requirement for purchase by the financed small 
concern of capital stock of the SBIC and substituted a “right” (later 
eliminated) under which the small business concern might, if it 
chose, invest in the SBIC up to an amount equivalent to 5 percent 
of the equity capital financing received. 

The SBIC Act Amendments of 1961, in part, raised the leverage 
limit to $400,000 from $150,000 and permitted banks to invest in 
SBICs in amounts up to 2 percent (rather than 1 percent) of their 
own capital and surplus. They also raised the limit on SBA loans to 
licensees (as distinguished from the purchase of debentures) from 
$150,000 to $4 million. In the SBI Act Amendments of 1963, the 
leverage limit was raised to $700,000. 

Important changes were made in the SBI Act by the Amend¬ 
ments of 1967. This SBA-sponsored legislation provided, in part, 
for three-to-one leverage on SBIC capital above $1 million for 
“venture capital” qualifying companies, raised SBA’s lending limit 
per SBIC from $4.7 million to $10 million ($7.5 million on a two-to- 
one leverage basis), and limited banks to less than 50 percent 
ownership of an SBIC while raising their total SBIC investment 
limit from 2 percent to 5 percent of their own capital and surplus. 
The authority for SBA to make loans to the licensees (as distin¬ 
guished from the purchase of their debentures) was eliminated, and 
the adding of the outstanding amounts of SBA funds to private 
paid-in capital for purposes of computing the limit on financing of 
any one enterprise (20 percent of capital) was ordered gradually 
eliminated over four years. 

Possibly inadvertently, Congress, in adopting the SBI Act Amend¬ 
ments of 1967, omitted from the Act the words “deferred participa¬ 
tions” on which SBA has based its authority for guaranteeing loans 
of lending institutions to SBICs providing the Government leverage 
when appropriated funds were not available for SBA purchase of 
SBIC debentures. Only token amounts of funds were subsequently 
made available under the clouded guaranty authority until Congress 
remedied the situation through a joint resolution. Section 10 
amended section 303(b) of the SBI Act to grant SBA the authority 
to “purchase, or guarantee the timely payment of all principal and 
interest as scheduled on debentures issued by . . . SBICs.” This 
section also added to the Act the statement that: “The full faith and 
credit of the United States is pledged to the payment of all amounts 
which may be required to be paid under any guarantee under this 
subsection.” 

In 1968, SBA licensed the first SBIC designed to specialize in 
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financing of small business concerns owned by socially or economi¬ 
cally disadvantaged persons. Following the licensing of two more 
SBICs specializing in such financing, the Department of Commerce, 
through its Office of Minority Business Enterprise (OMBE) began 
to promote the formation of Minority Enterprise SBICs (MESBICs) 
as one method of helping to correct the imbalance in the ownership 
of small businesses. 

The SB I Act Amendments of 1972 doubled the total amount of 
leverage available to any one SBIC, lowered from $1 million to 
$500,000 the threshold for qualifying by venture capital SBICs for 
three-to-one leverage (which became applicable to the entire private 
capital rather than to only the capital above the threshold amount), 
and, for the first time, provided by law for the formation of SBICs 
designed to assist socially or economically disadvantaged small 
businesses. 

The new limits on leverage became $15 million on a two-to-one 
basis and $20 million on a three-to-one basis with respect to regular 
SBICs. In authorizing the organization and funding of the special¬ 
ized SBICs, Congress requested that the term “Minority Enterprise 
SBIC” and its acronym “MESBIC” be eliminated, because they 
implied two narrow limits on the program of financing disadvan¬ 
taged businesses. Subsequently SBA adopted the term “Section 
301(d) Licensee” to signify any SBIC organized and licensed to 
provide financing solely to “small business concerns which will 
contribute to a well-balanced national economy by facilitating 
ownership in such concerns by persons whose participation in the 
free enterprise system is hampered because of social or economic 
disadvantages.”7 

Section 301(d) licensees are eligible to issue to SBA subordinated 
debentures carrying a subsidized interest rate (three percentage 
points below the rate otherwise available, with a floor of 3 percent) 
for the first five years of their term. Such licensees, in general, also 
may issue to SBA preferred stock carrying a 3 percent cumulative 
dividend in amounts determined by their private capital. There is 
no ceiling on the total amounts of leverage available to section 
301(d) licensees. Such companies may also be organized under state 
nonprofit statutes, as well as under regular business statutes. 

Machinery Developed To Implement 
The SBIC Program 

Following debate in Congress regarding the type and location of 
the organization that should administer the Small Business Invest¬ 
ment Act of 1958, there was inserted in the Act a provision that 
established in the Small Business Administration a “Small Business 
Investment Division,” headed by an Associate Administrator ap¬ 
pointed by the Administrator. 

7 Op. cit. 15 U.S.C. 681. 
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The SBIC division of the Office of Program Development and 
the Division of Investment Management and Evaluation of the 
Office of Investment, operate to stimulate the formation of SBICs 
by private individuals and concerns and provide innovative guid¬ 
ance and impetus to the management of the program. Representa¬ 
tives of these offices meet and correspond with interested 
individuals and groups concerning establishment of new licensees. 
These offices also develop policies to improve the operating 
effectiveness of licensees for the benefit of small business, prepare 
investment program goals, and analyze and evaluate the results of 
investment company financing and management consulting services 
in helping small business concerns to operate successfully, expand, 
and modernize their facilities. 

Since the recoupment of Government funds in the program is 
initially dependent on sound lending practices, the SBA operating 
divisions and regions are responsible for all analysis of licensees’ 
financial reports leading toward the leveraging by the Government 
of the private capital of any licensee. Reserves for losses on 
outstanding indebtedness to SBA are computed as an adjunct to the 
analyses of the financial reports. Licensees operate under SBA 
regulation as provided for in the SB I Act. Violations of the 
regulations, if not corrected, may result in SBA issuance of cease 
and desist orders, requests for injunctions, receivership actions, or 
suspension or revocation of licenses. Information for regulatory 
review comes from several sources, such as licensees’ financial 
reports, examinations and investigations made by SBA, audit 
reports by independent public accountants, correspondence with 
licensees, and complaints received from small business concerns or 
the public. When deemed in the best interests of the SBIC program 
and an individual licensee’s stockholders, a settlement agreement 
between the SBA and the licensee may be negotiated leading toward 
repayment of the Government funds and surrender of the license.8 

Licensed SBICs 

The Small Business Investment Company Program operates for 
the benefit of small business through utilization of the SBIC 
industry, comprised of investment companies chartered under state 
statutes and licensed by SBA. 

SBA Administrator Wendell Barnes set the general standard for 
licensing SBICs: 

SBA will determine whether to license a small business 
investment company after consideration of the need for 
small business financing in the proposed area of opera¬ 
tion, its proposed plan of operation, the character and 
ability of the company management, a consideration of 

H 1971 SBA Annual Report (Volume Two), p. 21. 
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the existing number and success of such companies, and 
such further matters as SBA deems relevant.9 

An SBIC is a privately owned and privately operated small 
business investment company licensed by SBA to piovide “equity” 
or “venture” capital, long-term loans, and management consulting 
services to eligible small businesses. For this purpose a business is 
considered “small” if its assets do not exceed $7.5 million, if its net 
worth is not more than $2.5 million, and if its average annual net 
income after taxes for the preceding two years was not more than 
$250,000. If a business does not qualify under these provisions, it 
may qualify under certain other criteria established for the SBA 
business loan program. The SBIC and the small business concern 
negotiate the terms of their transactions without involvement of the 
SBA, provided the terms agreed upon conform to the governing 
SBA regulations. 

“Equity capital” means funds received by a small concern from a 
licensee as consideration for the issuance of the small firm’s equity 
securities, which may be certificates of stock or debt instruments 
providing potential ownership rights or privileges. “Venture capital” 
means SBIC financing through purchase of common or preferred 
stock, any right to purchase such stock, or debentures or loans 
(whether or not convertible or having stock-purchase rights) which 
are subordinated to all borrowings of the small concern from other 
institutional lenders and have no part amortized during the first 
three years. 

In general, SBIC loans to small enterprises (and also investments 
utilizing debt instruments) must be for at least five years, except 
that a borrower may prepay indebtedness and, within certain limits, 
financing of disadvantaged concerns may be for as short a period as 
30 months. Except for any section 301(d) licensees that may be 
chartered under state nonprofit corporation statutes, SBICs are 
intended to be profit-making corporations that pay dividends to 
their shareholders, thus inducing additional capital investments in 
the SBICs and augmentation of the funds available to small 
business. Investors in SBICs are eligible for a major tax benefit 
which permits them to treat gains on the sale of their stock as long¬ 
term capital gains, and, alternatively, to take an unlimited ordinary- 
loss deduction on losses incurred on such stock. The SBICs 
themselves have similar tax benefits available with reference to gains 
and losses on their investments in small business concerns. They are 
also granted relief from the tax on excess accumulation of earnings 
and may qualify for relief from the tax on personal holding 
companies. 

SBICs may be closely held corporations, or they may offer their 
stock to the public through registration with the Securities and 
Exchange Commission under the Securities Act of 1933 and the 
Investment Company Act of 1940. They may, in certain circumstan- 

9 Memorandum of September 2, 1958, from SBA Office of the Administrator re: 
“Small Business Investment Act of 1958.” 
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ces, be registered under the latter Act without making a public 
offering through full registration or by use of Regulation E. The 
SBA and the SEC have long cooperated to the fullest possible 
extent in attempting to ensure that SBICs coming under the dual 
regulation of the two agencies are not unduly burdened. 

The statutory minimum amount of capital required for a small 
business investment company is $150,000, but the SBA, under 
authority of the SB I Act, by policy normally requires at least 
$300,000 for new SBICs in most sections of the country, and the 
same for section 301(d) licensees, unless a “strong-parent” concept 
can be implemented whereby the operating expenses of the latter 
type of company will be borne by others until the licensees’s 
earnings are sufficient to meet such expenses. 

Each licensed SBIC must maintain qualified management in 
charge of its operations and available at its office to the public. Its 
office must be reasonably accessible, must display the name of the 
licensee and its license certificate, and must be open to the public 
during regular business hours. 

There are two trade associations for the SBIC industry, to one or 
both of which a majority of the licensees belong. One is the 
National Association of Small Business Investment Companies 
(NASBIC). The other is the American Association of Minority 
Enterprise Small Business Investment Companies (AAMESBIC). 

SBICs thus comprise an institutional source of venture capital: 

The small businessman who decides to look outside his 
own company for venture capital generally finds only 
limited possibilities, unless he is able to make a limited 
stock offering. If his company is not ready for such an 
offering, or if he does not wish to make an offering, then 
SBICs are one of the few sources available to him, and the 
only “institutional source.” 

SBICs are called an institutional source of financing 
because a businessman in need of capital knows that each 
of the several hundred companies licensed by SBA 
operates under the same general rules—just as banks and 
savings and loan companies do.10 

SBIC Program Experience 

The first two SBICs were licensed by SBA on March 19, 1959; 27 
licenses were issued in the first year after passage of the Small 
Business Investment Act of 1958, 101 in the second year, 231 in the 
third, and another 268 in the fourth, for a total of 627 in the first 
four years of the program. Data received from the 516 licensees 
reporting as of March 31, 1962, indicated that the companies 
licensed during the first three years following issuance of the first 

10 SBIC Financing for Small Business, Small Business Administration, Washington, D.C., 

March 1973, p. 11. 
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licenses had disbursed about $253.3 million to small businesses 
through approximately 4,300 financing transactions. 

The first public offering of SBIC securities was sold in the 
amount of $18 million by Electronics Capital Corporation of San 
Diego, in 1959. By 1962, approximately $400 million had been 
invested by the public in approximately 50 publicly owned SBICs. 
But then came a sharp downturn in which the market prices of 
SBIC stock fell to an average of 50 percent of net asset value, as 
compared with a ratio of more than 200 percent existing thereto¬ 
fore. No dramatic boom in SBIC stock has occurred since that time, 
and as of June 30, 1973, there were only 24 publicly held SBICs; 
some of these are very large, however. 

In 1964, SBA began a program of guaranteeing SBIC bank loans, 
with a guaranteed take-out of the banks. In that year, a freeze was 
put on the issuance of new SBIC licenses for several months and 
strict licensing standards were adopted. 

The investment performance of the SBICs improved in 1965 and 
a few more portfolio companies made public stock offerings. The 
SBA put into operation a plan to sell $100 million of its holdings of 
SBIC debentures to an investment banking firm to replenish its 
funds for new loans to the industry. The agency also began a 
program to correct the imbalance caused by a disproportionate 
share of SBIC investments in real estate type small businesses. 

In 1966, the SBA’s estimate of losses to be incurred on 
Government loans to SBICs aroused unfavorable publicity that 
spurred Congressional investigations. The results of these investiga¬ 
tions were mixed. As a result the Agency adopted new procedures, 
tightening regulatory review and credit criteria, and assuring an 
annual examination of each licensee. Almost 100 SBICs were 
subjected to legal action for violations of the Act and regulations. In 
the following year, the first National SBIC Advisory Council was 
appointed to serve as a liaison between the industry and SBA. In 
this year, industry capital gains and ordinary income were for the 
first time of real significance. The Internal Revenue Service issued a 
regulation establishing a procedure for pricing stock-purchase 
warrants obtained by SBICs from portfolio companies to permit the 
SBICs to escape ordinary income taxation on any gains realized 
above the determined price. 

In 1969, the SBICs’ existing 10 percent tax-free bad debt reserve 
authority expired. Instead, the Internal Revenue Service indicated 
that the licensees’ own loss experience or, in the case of newer 
companies, that of the industry, could be used as a basis for 
establishing reserves. The “MESBIC” program was launched by the 
Secretary of Commerce, with three previously licensed SBICs 
specializing in minority enterprise automatically becoming the first 
MESBICs (now called section 301(d) licensees). The industry had 
great financial success in its fiscal year ending March 31, 1969, 
reporting an average return on invested capital of 9.5 percent. This 
represented the first maturing or “churning” of the SBIC industry 
portfolio, which requires an average of about seven years per small 
concern financed. 
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In 1970, the Governor of Wisconsin signed the first state SBIC- 
incentive law, providing for SBICs to qualify for loans from a state 
fund to the extent they furnished financings to Wisconsin small 
businesses. Industry data as of March 31, 1970, showed that the 
average SBIC had private capital of $1 million, total assets of $1.9 
million, outstanding loans and investments of $1.4 million, and loss 
reserve of $100,000. 

In 1971, the Securities and Exchange Commission issued a 
landmark exemption order permitting a Washington, D.C., section 
301(d) licensee to have two classes of publicly held stock, with the 
less than 50 percent of total stock to be held by community persons 
authorized to elect 60 percent of the members of the company’s 
board of directors. In May, 1971, SB A utilized Section 5(b)(2) of the 
Small Business Act to sell $30 million of SBA-guaranteed SBIC 
debentures to a group of underwriters, combining those proceeds 
with $15 million of direct funds to furnish a total of $45 million of 
new money to the industry. Also in that month, the SEC denied the 
application of the National Association of Small Business Invest¬ 
ment Companies for exemption of publicly owned SBICs from SEC 
regulation and right to issue convertible debentures. However, SEC 
did agree to issuance, by those SBICs registered under the 
Investment Company Act of 1940, of stock options to management 
in accordance with an SBA regulation subsequently issued with SEC 
approval. 

The General Accounting Office report on the SBIC program in 
1971 concluded that administrative performance had improved, but 
offered criticism in the area of SBIC examinations and followup. 
The SBA, accordingly, set up procedures to assure that all 
substantiated regulatory violations were reported to the licensees 
and that appropriate action was taken if the deficiencies were not 
corrected. 

Early in 1972, SBA participated in the SEC hearings on the “hot 
issues'’ securities markets, transmitting to the Commission the names 
of some small SBIC-client firms that made public offerings during a 
specific hot issues market. The SBA also expressed to the SEC its 
conviction that the SBICs play the role of a buffer or insulator 
between potential hot issues and the investing public by providing 
the requisite capital and management counsel while ventures are 
developing. 

The SEC adopted rules in 1971 providing that an offer and sale 
of SBA-guaranteed SBIC nonequity debentures would not be 
deemed a public offering and that such debentures, if subordi¬ 
nated, would be exempt from the prohibition on the issuance of 
more than one senior debt security by a closed-end investment 
company. 

Also in this period, the SBA began a broad promotional effort to 
increase the amount of capital of existing SBICs, and the formation 
of new companies. The initial promotion stressed the financial, 
managerial, and service advantages of SBIC ownership by private 
venture capitalists, financial institutions, and commercial and indus¬ 
trial corporations. 
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The first industry funding transaction under the SBI Act 
amendment effected by Public Law 92-213 occurred in 1972. This 
amendment clearly re-established SBA’s guarantee authority and 
provided that its guaranties of SBIC debentures are backed by the 
full faith and credit of the United States. This first funding 
involved the negotiated sale of $38,560,000 of SBIC 10-year 
debentures to an underwriters' syndicate. Subsequent sales of 
$38,990,000 and $25,160,000 of SBA-guaranteed licensee deben¬ 
tures in 1973 were made on a bid basis. The effective interest rates 
to the SBICs on the three sales were, respectively, 6.929 percent, 
7.348 percent, and 7.311 percent. 

In 1973, SBA published for comment proposed regulations 
dealing with SBIC financing of disadvantaged small business 
concerns and these were adopted by SBA on July 5, 1973. Among 
definitions added to the regulations by the new amendment were 
those of “leverage,” “section 301(d) licensee,” and “nonprivate 
funds.” It was provided that the minimum statutory capital of 
section 301(d) company could contain no nonprivate funds, but that 
such funds could be added to that minimum for leverage purposes 
if accompanied by truly private funds equivalent to at least ten 
percent of the nonprivate funds. The new amemdment set forth a 
number of additional rules pertaining to the capitalization, leverag¬ 
ing, and operation of section 301(d) licensees, including a require¬ 
ment that the state charters of such companies include a statement 
of investment policy in accordance with that enunciated in the SBI 
Act and, (if preferred stock is to be issued to SBA), a provision for 
such stock with the preferences and conditions stipulated in the 
amendment. 

Trends In Licensing 

Since the SBA issued its first SBIC license (to First Midwest 
Capital Corporation, a currently thriving SBIC in Minneapolis), a 
total of 915 SBIC licenses have been issued. (To June 30, 1973). Of 
these, 476 licenses have been surrendered or revoked, 63 of the 
surrenders occurring through mergers of the license holders with 
other licensees. Of the 439 licenses currently outstanding, 101 are 
held by companies in some stage of dissolution or process of license 
surrender, leaving 338 licensees actively engaged in carrying out the 
purposes of the Small Business Investment Act. 

The 338 active licensees include 275 regular SBICs and 63 section 
301(d) licensees. These companies are operating in 45 states, the 
District of Columbia, and Puerto Rico. Forty are registered with the 
Securities and Exchange Commission under the Investment Com¬ 
pany Act of 1940, of which 24 are publicly owned SBICs that have 
sold stock in public offerings registered under the Securities Act of 
1933 or through Regulation E procedures. Seventy-two of the 
licensees are partially or wholly owned by banks, bank-holding 
companies, or groups of banks. 
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In appearing before the Select Committee on Small Business of 
the U.S. House of Representatives in 1971, SB A Administrator 
Thomas S. Kleppe made the following comment regarding the 
reduced number of companies in the SBIC industry: 

The decline in number of companies resulted from many 
factors, among them: companies too small for economic 
feasibility, poor management, lack of adequate and con¬ 
sistent Government funding, mergers with stronger com¬ 
panies, involuntary license surrenders because of 
violations of the Act or regulations, and voluntary license 
surrenders because of disenchantment with the program. 
Despite this reduction in number of companies, SBICs 
remaining in the program increased in size, added to their 
capital, and expanded their portfolios, thus continually 
raising their levels of assistance to small business.11 

With reference to the Administrator’s statement that the SBIC 
industry had not ceased to grow on an individual company basis 
because of a lesser number of component SBICs, it is interesting to 
note that on March 31, 1972, the most recent date for which 
complete industry data are available, 274 reporting regular SBICs 
had total assets of $673.2 million, as compared with total assets of 
$709.7 million reported by 664 SBICs as of September 30, 1964. 
The 1972 group of 274 SBICs had private capital of $339.8 million, 
compared to $465.4 million for the 1964 group of 664 companies. 
The disbursements to small business made during one year by the 
smaller recent group totaled $169.9 million as compared to 
approximately $210 million of disbursements made in a similar 
period by the larger earlier group. In addition, 31 section 301(d) 
licensees reporting as of March 31, 1972, had total assets of $11.9 
million, private capital of $10.3 million, and disbursements for the 
year of $3.5 million.12 

A SBA review conducted in 1973 for the 275 regular SBICs and 
61 section 301(d) licensees then operating showed that total private 
capital had risen to $362 million for the regular SBICs and to $23 
million for the specialized companies, a total of $385 million for the 
industry. The 274 regular SBICs reporting on March 31, 1972 had 
Government funds outstanding in total amount of $292.7 million. A 
more recent statistic for section 301(d) licensees indicates that the 
63 companies operating June 30, 1973 had $7.8 million in 
outstanding borrowings from SBA. 

In June and July 1971, SBA completed an SBIC Industry 
Analysis to determine how well the mission of the SBIC program 
was being carried out. The procedure encompassed by the overall 
analysis involved the distribution of a questionnaire to a scientifi¬ 
cally determined random sample comprising 250 business concerns 

11 “Statement of Administrator Thomas S. Kleppe, Small Business Administration, 
Before the Select Committee on Small Business, House of Representatives, September 
21, 1971.” 

12 SBIC Industry Review, U.S. Small Business Administration, Washington, D.C., January 
1973. 
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that had received SBIC financing. The questionnaire was designed 
to elicit the businessman’s personal feelings regarding the assistance 
rendered by the SBICs. 

The summary and conclusions of the analysis read, in part, as 
follows: 

. . . The study clearly shows that SBICs without regard to 
their size or class are fulfilling the mission of the program 
as envisioned by the Congress. The small businesses which 
are the recipients of SBIC assistance are the types of firms 
to which the program mission is directed, they are 
receiving the type of assistance intended and which is not 
otherwise available, they are benefiting to a considerable 
degree from the assistance, and they would seek assistance 
again under similar circumstances. 

. . . The financial condition of a majority of the SBICs is 
good. Smaller SBICs have experienced operating difficul¬ 
ties because of their size. However, in spite of these 
difficulties, they have provided financing to the small 
business community as intended and because of this value 
to the small business community special efforts should be 
made to assist them in overcoming the problems of 
smallness. . . .13 

Overcoming Problems 

The initial promotional efforts of the SBA in this field repre¬ 
sented something of a scattergun approach. Neither the Govern¬ 
ment nor the private sector knew what to expect initially from the 
new legislation. Distinct differences undoubtedly contributed to the 
voluntary and involuntary later exodus from the program of large 
numbers of companies. Also, the licensing function of the SBA did 
not, in the earliest years of the program, provide for sufficiently 
tight controls on the qualifications of entry into the licensed SBIC 
industry. 

Later, the SBA established an Office of Program Development 
that concentrated its efforts on inducing qualified persons and 
organizations to participate as SBIC founders or funders and on 
providing adequate information to prospective license applicants. 
The SBA also adopted strict licensing standards. 

By 1966 it became evident that some SBICs had engaged in faulty 
lending practices. New legislation that year gave SBA stronger 
enforcement authority. The Agency concurrently adopted new 
procedures tightening regulatory review and credit criteria, includ¬ 
ing the bolstering of examination activity and assuring an annual 
examination for each SBIC. 

One major problem was that of undercapitalization of licensees. 
This was a primary reason for heavy attrition in the numbers of 

13 SBIC Industry Analysis, U.S. Small Business Administration, Washington, D.C., July 
1971. 
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SBICs in the industry. The SBA thus proposed legislation requiring 
larger amounts of private capital on the part of license applicants, 
but finally settled for a policy requirement along that line. Although 
the statutory minimum remains at $150,000, the SBA, as noted 
above, normally requires at least $300,000 in private capital for new 
regular SBICs in most sections of the country, with greater amounts 
sought in certain areas of higher concentration of SBICs. For 
section 301(d) licensees, a “strong-parent” must be available, helping 
to assure the financial success of the new licensee, or in lieu of that, 
a minimum of $300,000 must be raised. 

A continuing obstacle to the growth and development of the 
SBIC industry has been uncertainty of Government funding of the 
SBICs through provision of leverage funds. The following com¬ 
ments on this matter are taken from the SBIC Industry Analysis of 
1971: 

. . . Up to the years 1968-69, the primary incentives used 
to induce private capital into the SBIC program were the 
leverage potential and tax incentives. The leverage poten¬ 
tial as an incentive for entry became dysfunctional after 
1966 since budgetary restraints prevented the funding of 
SBICs on a consistent basis. . . . 

. . . Calendar year 1969 represented a critical year for 
the SBIC program. The more successful SBICs, having 
just experienced a peak-profit year in 1968, were at a 
decision point as to what step to take with respect to their 
continued participation in the program. Having considera¬ 
ble earnings available from the 1968 profits, they could 
either retain these earnings for future capitalization, pay 
the earnings out to stockholders, and/or decide to leave 
the program. The absence of Government funding during 
196/ and 1968, a sign of a lack of Government commit¬ 
ment to the program, made this decision a difficult one 
for many SBICs. 

Congress acted late in 1969 to make $70 million of direct 
Government funding available to SBICs and this action at 
that point in time provided the incentive for many SBICs to 
capitalize the available earnings and remain in the pro¬ 
gram. . . . Between 4/68 and 4/70, the private capitaliza¬ 
tion of the SBICs deciding to remain in the program 
increased by $42.5 million. . . ,14 

The special financing package put together in 1971 by SBA, and 
which is described in the article, “This Little Agency Went to 
Market,” 15 made leverage funds available and prompted further 
increases in SBICs’ private capital totaling $32.5 million. The hand- 
in-hand progression of leverage funds’ availability and increases in 
licensees’ private capital has continued under the strengthened SBA 
guaranty authority granted by Congress in December 1971. Thus, 

14 Op. cit., pp. 14-15. 
15 Anthony G. Chase and Eric Weinmann, Banking Law Journal, Volume 89, Number 

3, March 1972. 
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the problem of Government funding has been substantially solved 
insofar as the availability of current funds is concerned. 

Performance Of SB ICS: 
Statistical Appendix 

The following tables present financial and activity data for the 
SBIC industry which evidence the growing maturity and also the 
effect of the national financial climate from year to year on SBIC 
earnings. 

In some of these tables reference is made to four SBIC size 
classifications. These size classifications are defined as follows: 

Size Class 

I* 

II 
III 
IV 

Paid-in Capital and Paid-in Surplus 

Not more than $300,000 
$300,000 to $1,000,000 
$1,000,001 to $5,000,000 
$5,000,001 and more 

*For the years prior to 1968, this class included SBICs with not 
more than $325,000 private capital and surplus. 

In reviewing “rates of return,” it should be remembered that, 
when SBIC dividends are paid to stockholders “in kind” (stock or 
warrants of portfolio companies), the market or fair value of such 
dividends is not included in the rate of return, thus understating 
the value of investing in SBIC shares. 

TABLE I 

SBIC RATE OF RETURN ON PRIVATE CAPITAL 

1968-1972* 

% 
Year ROR 

1968 6.0 
1969 9.5 
1970 3.1 
1971 (3.6) 
1972 0.8 

*Source: SBIC Industry Review, January 1973. 
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TABLE II 

SBIC RATE OF RETURN ON PRIVATE CAPITAL 
BY SIZE CLASS* 

SBIC SIZE 

Fiscal 
I II III IV 

Year % % % % 

1965 (4.8) (2.3) (4.3) (3.4) 
1966 (2.3) .3 4.4 3.3 
1967 (3.0) (1.3) 2.1 5.3 
1968 1.1 4.2 7.6 7.5 
1969 0.4 6.0 11.1 12.4 
1970 1.4 3.1 5.0 2.0 
1971 (0.2) (1.7) 1.8 (9.1) 
1972 (0.2) (5.0) 3.8 1.3 

*Source: SBIC Industry Review, January 1973 for years 1968-1972; 1965, 1966, 
and 1967 data from Administrator’s memoranda #66-5, #67-4, #68-4 presenting 
SBIC Condensed Statements of Financial Condition for those fiscal years. 

TABLE III 

RELATIVE RATE OF RETURN DISTRIBUTION 
AS OF MARCH 31 ,1972* 

Rate cf Return 
Classification I II 

SBIC SIZE 

III IV ALL SBICs 

(%) (%) (%) (%) <%) (%> 

15 and over 6 6 15 20 8 
9 to 15 9 5 17 0 8 
3 to 9 27 21 33 20 25 

— 3 to 3 31 30 17 40 29 
— 9 to —3 6 17 7 20 12 
-15 to -9 9 6 2 0 6 
Under —15 12 15 9 0 12 

100 100 100 100 100 

*Source: SBIC Industry Review, January 1973, p. 8. 
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TABLE IV 

LEVERAGE ANALYSIS 

SBIC GOVERNMENT LEVERAGE 

1968 COMPARED TO 1972* 

($ in millions) 

SBIC # SBICs Private Capital Government Funds Ratio (Gov’t. Private) 
SIZE 

GROUP 1968 1972 1968 1972 1968 1972 1968 1972 

I 221 81 $39.2 $15.5 $55.8 $23.1 1.42 to 1 1.49 to 1 
II 175 126 80.7 67.0 105.8 1 96.4 1.31 to 1 1.44 to 1 
III 31 54 74.4 109.9 49.2 128.3 0.66 to 1 1.17 to 1 
IV 14 13 148.3 147.4 18.9 44.9 0.13 to 1 0.30 to 1 

TOTAL 441 274 $342.6 $339.8 $229.7 $292.7 0.67 to 1 0.86 to 1 

*Source: SBIC Industry Review, January 1973, p. 10. 



TABLE V 

CONDENSED FINANCIAL STATEMENTS OF REPORTING 
SBICs 

MARCH 31, 1963, AND MARCH 31, 1972 

1963 1972 

'■ 615 Reporting 274 Reporting 
Companies Companies 

ASSETS ($ in millions) ($ in millions) 

Cash and U.S. Gov’t. Obligations 207.6 141.2 

Loans to Small Businesses (Sec. 305) 152.1 199.0 
Equity Securities of SBCs (Sec. 304): 

Debt Securities of SBCs 194.7 147.7 
SBC Capital Stock and Stock rights 40.1 155.7 

Gross Loans and Investments 386.9 502.4 
Less: Allowances for Losses 20.6 43.9 

Net Loans and Investments 366.3 458.5 

All Other Assets 25.3 73.5 

Total Assets 599.2 673.2 

LIABILITIES, CAPITAL STOCK 
AND SURPLUS 

Borrowings: 
Subordinated Debentures 
Issued to SBA 80.1 233.9 
Funds Borrowed from SBA 30.0 58.7 
Funds Borrowed from Others 33.9 19.2 

All Other Liabilities 9.2 30.1 

Total Liabilities 153.2 341.9 

Capital Stock & Paid in Surplus 460.1 339.8 
Retained Earnings (Deficit) (14.1) (8.5) 

Total Capital Stock & Surplus 446.0 331.3 

Total Liabilities, Capital Stock & Surplus 599.2 673.2 

Unrealized Appreciation of Investments not known 97.9 

Source: 1963 figures from SBA memorandom #66-5, October 7, 1965, p. 1; 
1972 figures from SBIC Industry Review, January 1973. 
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TABLE VI 

CONDENSED INCOME AND EXPENSE STATEMENTS 
OF REPORTING SBICs, MARCH 31, 1963, AND 

MARCH 31, 1972* 

Amounts in Thousands of Dollars 

Year Ended Year Ended 
March 31, 1963 March 31, 1972 

INCOME 

Income from Loans and Investments 23,891 31,907 
Other Income 7,669 9,860 
Total Gross Income 31,560 41,767 

EXPENSE 

Interest and other Financial Expenses 5,795 18,448 
Operating Expenses 16,792 

22,587 
17,532 

Total Expenses 35,980 
Net Income from Operations before Provision 

for Losses and Income Taxes 8,973 5,787 
Provision for Losses on Loans & Investments 15,378 20,272 
Provision for Income Taxes 717 (1,451) 
Total 16,095 18,821 
Net Income (Loss) from Operations (7,122) (13,034) 
Realized Gain (Loss) on Investment (1,110) 20,503 
Less: Provision for Income Taxes (101) 4,816 
Net Realized Gain (Loss) (1,211) 15,687 
Combined Net Income (Loss) from Operations 

and Realized Gain (Loss) (8,333) 2,653 

*Source: 1963 figures from Administrator’s Memorandum #66-5, Oct. 7, 1965, 
p. 1; 1972 figures from SBIC Industry Review, January 1973. 
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TABLE VII 

ESTIMATE OF SOURCES AND USES OF SBIC FUNDS 
FY ENDED MARCH 31, 1972 

(263 SBICs Reporting Both March 1971 and March 1972*) 

SOURCES OF FUNDS 

Net borrowings from SBA $43,946,689 
Increase in private capital and surplus 14,859,087 
Earnings from operations and gains 54,582,869 

Total $113,388,645 

USES OF FUNDS 

Increase in cash balances $ 24,709,331 
Increase in loans and investments 50,253,199 
Total Expenses (including tax) 32,690,395 
Reduction of non-government borrowings 1,781,950 
Cash dividends 3,953,770 

Total $113,388,645 

*Source: SBIC Industry Review, January 1973, p. 14. 

TABLE VIII 

TRENDS IN INDUSTRY DISTRIBUTION 
1968 THROUGH 1972* 

($ in millions) 

INDUSTRY 1968 1969 1970 1971 1972 

Agriculture, forestry & 
fisheries 1.0 1.1 1.3 1.2 0.9 

Mining 9.8 8.5 7.8 9.7 8.2 
Contract Construction 24.4 23.0 20.2 19.8 17.4 
Trans. Comm., utilities 31.5 27.5 29.6 25.8 26.2 
Wholesale & retail trades 63.0 59.6 68.9 69.7 73.0 
Fin., ins., real estate 81.7 74.5 67.3 57.6 56.7 
Services 76.1 80.8 83.9 87.6 96.9 
Durable goods-mfg. 107.7 106.0 119.9 129.3 147.3 
Nondurable goods-mfg. 38.0 41.6 54.0 54.9 57.0 

^Source: SBIC Industry Review, January 1973, p. 14. 
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The commercial banking system is a major source of short-term 
funds for smaller American business firms. Indeed, the competitive 
standards applied by the banking agencies and the Antitrust 
Division of the Department of Justice are at least partly based on 
the importance of preserving alternative commercial banking 
sources of supply for small business firms. In addition, some of the 
programs of the Small Business Administration and various state 
development agencies are designed to influence the risk attached to 
such lending in order to increase the amount of short-term credit 
extended by banks. 

The purpose of this paper is to describe the dimensions of the 
commercial bank effort in providing short term credit to small 
business. The response of the banking system to cyclical changes in 
financial market conditions is discussed. Finally, bank pricing 
policies and general statutory and regulatory constraints on bank 
lending behavior are considered. After reviewing the impact of 
these institutional restrictions, it is difficult for an economist to 
refrain from making recommendations for reform. I will not refrain 
from doing so. 

The Extent Of Commercial Bank 
Lending To Small Business 

There are several important factors which must be kept in mind 
when considering the role of commercial bank lending to small 
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business. First, banks extend loans to a variety of borrowers. These 
loans and investments have large differences in yield, cost of 
processing, default risk, market risk, maturity and other character¬ 
istics. Second, banks have certain objectives they attempt to accom¬ 
plish in their lending strategy. The primary objective is adequate 
earnings. Although liquidity, solvency, and growth are other 
considerations when a bank formulates its loan policy, the bank must 

have earnings if it is to attract deposit funds and capital. These two 
considerations imply that banks may and do substitute various kinds 
of earning assets for each other in accomplishing their objectives. 
Thus, small business borrowing must be discussed in the context of 
competing for relatively scarce bank loanable funds with various 
levels of government, consumers, individuals or business borrowing 
with real estate as collateral, and larger businesses. These basic 
considerations seem to have been forgotten recently in the promul¬ 
gation of regulations establishing the “dual” prime rate, to be 
discussed below. 

Finally, the distinction must be made between a short-term 
business loan as it may appear on the balance sheet of a commercial 
bank and the long term nature of most business—bank relation¬ 
ships. This relationship, which shall be referred to as the “customer 
relationship”, includes a cluster of service required by business 
Firms and usually implies a bank commitment to supply such 
services over a period exceeding the life of any one short-term, say 
seasonal, loan. The implications of this type of relationship and the 
institutional restrictions on pricing will also be discussed below. 

Measuring the amount of bank lending is by no means a trivial 
matter. With the exception of the surveys of business loans 
conducted by the Federal Reserve System in 1955 and 1957, no one 
single comprehensive source of information on the amount of 
lending to small business is available, but there are a sufficient 
number of pieces of information to enable us to describe the basic 
pattern. One example of the problem of incomplete information 
may be cited here for illustration. An important source of informa¬ 
tion is the Federal Reserve System’s Quarterly Survey of Interest 
Rates on Business Loans, but the breakdown of data is based on size 
of loan rather than size of business firm. While there is undoubtedly 
a strong relationship between the size of loan and size of firm, 
nothing more precise than that can be stated since that ratio (size of 
loan to size of firm) is surely not constant. Similarly, one might look 
at the size distribution of banks and describe their business loan 
behavior. Small banks are certainly limited to making only small 
loans because of loan limits but large banks have much larger loan 
limits. However some large banks are wholesale banks dealing 
primarily with large businesses, while some large banks with 
extensive branching systems provide retail banking services includ¬ 
ing loans to small business firms. 

For purposes of this paper, one useful source of information on 
bank loans by size of firm is the Quarterly Financial Report for 

Manufacturing Corporations prepared currently by the Federal Trade 
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Commission (FTC) and formerly a joint effort of the FTC and the 
Securities Exchange Commission. The data are derived from a 
probability sample of all manufacturing corporations. While this 
sample does not include the non-manufacturing sector, it represents 
quarterly information for a substantial part of the business popula¬ 
tion and is a reasonably good approximation of bank lending by 
size of Firm for the economy. 

In Chart I, short-term loans to all manufacturing corporations, 
and those with assets of $1,000,000 or less, are shown. The period 
covered in this Chart, 1967 to 1973 contains one “money crunch” 
characterized by severe disintermediation and unrealistic deposit 
rate ceilings established by Federal regulatory agencies. While loans 
to all manufacturing corporations rose from second quarter of 
1970, (roughly the period of the crunch), bank loans to small 
manufacturing corporations declined substantially. This is consistent 
with the notion that the small businessman bore a large part of the 
brunt of both the restrictive monetary policy of that period and a 
peculiar system of ceiling deposit interest payment imposed on financial 

institutions. When the functioning of the existing system of borrower- 
lender relationships is upset, as it was during that “crunch”, those 
who cannot readily find open market alternatives are frustrated 
in handling their financial needs. 

CHART I 

SHORT-TERM LOANS BY BANKS TO MANUFACTURING CORPORATIONS. ALL MANUFACTURING 
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Bank Interest Rates And Size Of 
Loan 

A problem exists in interpreting loan rate measurement by size 
class of loan.1 That is, the customer relationship is multidimen¬ 
sional and includes several possible components in addition to the 
nominal interest rate charged the customer. For example, in 
response to increased loan demand, banks may increase required 
compensating balances, or take some other step in lieu of raising 
rates which raises the effective cost of the loan to the borrower. 
Thus, published data on loan rates may not reflect the real cost to 
business borrowers. There is a quarterly survey of lending practices 
conducted by the Federal Reserve System, but the results are not 
published and are generally quite difficult to quantify. However, 
nominal loan rates surely must move in the direction of the real cost 
to borrowers and may be considered a reasonably proxy for the 
latter. 

The best information available for both loan rates charged by 
banks by size of loan and the mix of loan sizes for a sample of 
banks in Financial centers is the Quarterly Survey of Interest Rates 
on Business Loans conducted by the Federal Reserve System. This 
includes 35 financial centers with reports from 126 respondent 
banks. This sample includes many banks that are not limited to 
small loans by loan limits, but this problem of incompleteness of 
coverage is offset because the banks in the sample do have the 
option of shifting among loan classes in response to market forces. 

In Chart II, The general pattern of rates charged on loans from 
$1,000 to 9,999 is shown along with those on loans exceeding $1 
million. It can be seen that rates on larger loans tend to be more 
volatile than the small loan rate. While the small loan rates always 
exceed the large loan rate, the difference varies greatly over time. 
For example, in the third quarter of 1969, there was only a 32 basis 
point differential, when the level of all rates were at their highest 
point of the period. In the first quarter of 1972, the difference was 
177 basis points at the time of the lowest level of all rates. 

There are several explanations for this phenomenon. First, it is 
well-known that smaller loans have higher operating costs for the 
bank per dollar of loan. Rates must, in the long run, cover the costs 
of operation, costs of money, and default risk. The operating cost 
per dollar of loan is much more stable than the marginal cost of 
obtaining funds, and is a higher proportion of the total cost for 
smaller loans. Thus, variations in the marginal cost of funds have a 
greater effect on the pricing of larger loans and, hence, a greater 
volatility in their rates would be expected. This would explain the 
narrowing of rate differential on small and large loans during 1969, 
a period in which the cost of funds to the commercial banks was 

1 Unfortunately there is little recent information available on size of customer and 

loan rates. 
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CHART 2 

1968 1969 1970 1971 1972 1973 
Source: Quarterly Survey of Interest Rates on Business Loans, Federal Reserve Bulletin, various issues 

rapidly rising. A further explanation, offered by some observers, is 
that the narrowing was due to the fact that small loan rates were 
constrained by usury laws and that credit rationing rather than 
price rationing was prevalent for small business loans. 

To the extent that locally limited smaller firms have fewer 
alternative lenders available, part of the persisting differential in 
rates on small and large loans may be ascribed to such market 
conditions. The small business borrower has a stake, therefore, in 
policies improving the competitive structure of local banking 
markets. 

If there is a lesson to be drawn from this for the small 
businessman (particularly with regard to his position in money 
crunch periods), it is that he should carefully examine his tradi¬ 
tional banking relationships in light of the cyclical availability of 
loans and their cost. While many small firms do so on a continuing 
basis, many others apparently do not, and for various reasons: over¬ 
reliance on historical ties to a given bank; failure to realize the 
existence of banking alternatives, particularly the larger banks in 
the region of operations; and sometimes justified belief that a small 
firm can better be accomodated at a small bank over the long-run. 
Notwithstanding the validity or lack of validity of the latter reason, 
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particularly, it is necessary to point out that large banks tend to 
react more aggressively to stringent monetary policies, striving to 
accomodate the loan demand of all established customers large and 
small, while small banks more often tend to respond in a more 
passive, Federal Reserve-accomodating way. This means that over¬ 
reliance on a single small bank may be unwise, although many small 
banks do not conform to the above description. Obviously, the time 
to switch banks is not during a money crunch either between small 
banks or to a larger one, since nearly all banks tend to meet the 
needs of established customers first during such periods. 

The long-run rate differential, moreover, may be in part due to 
the failure of small firms to exploit banking alternatives with 
sufficient vigor, thus re-enforcing local banking market elements of 
monopoly. 

Two Major Causes Of Distortion In 
Loan Allocation To Small Business 

As we have noted above, there are some problems involved in 
analyzing loan data for different-sized firms. First, the effect of the 
important non-price aspects of the business, the bank relationship, 
e.g., are not included in the data. Second, the observations 
represent the combined influence of supply and demand factors, 
and without specification and econometric analysis of a complex 
simultaneous equation system it is difficult to determine what 
caused changes in loan supply and cost. Third, the financial history 
of recent years contains many examples of disequilibrium and 
distortion of customary fund flows. 

To the extent that banks could not bid for funds because 
Regulation Q ceilings have been unrealistic in relation to open 
market rates, some business borrowers had to seek funds elsewhere. 
It is clear, however, that the most important alternative, the 
commercial paper market, is generally not available to small 
business borrowers. Thus, the statement that small business borrow¬ 
ers must be viewed within the context of all commercial bank 
customers is incomplete. The small business borrower is adversely 
affected when the ultimate lender to business firms bypasses 
financial intermediaries in general, and commercial banks in 
particular, because deposit rate ceilings are such that the liabilities 
of commercial banks are unattractive forms of holding wealth. 
Thus, if depositors in commercial banks withdraw their funds and 
these ultimately are channelled to large business borrowers, who 
issue commercial paper to secure these funds, surely small business 
Firms will be adversely affected. 

One particular form of deposit ceiling deserves special comment. 
It has been argued that the customer relationship, with the line of 
credit and the compensating demand deposit as the crucial ele¬ 
ments, may result in smaller business borrowers being adversely 
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impacted in periods of monetary restraint. This argument states 
that the demand deposit balances of large corporations, while small 
in relation to transactions volume (due to aggressive cash manage¬ 
ment), are still highly profitable to banks. Since a prohibition on the 
payment of interest on demand deposits exists, banks must find 
ways to attract such balances. One method of bidding for such 
balances is the guarantee of credit under a mutually acceptable 
maximum at all times. When the demand for loans is very high, the 
combination of credit guarantees (at no explicit price) and profita¬ 
ble demand deposit balances makes it sheer economic folly for 
banks not to “ration out” smaller borrowers. Whether this argument 
is valid is an empirical question, but the argument is certainly 
plausible and consistent with our knowledge of business—bank 
relationships. The easiest way of remedying this to permit smaller 
firms to bid fairly against larger firms is to remove the prohibition 
of interest payments on demand deposits. It is not entirely clear 
that the above-mentioned business-banking conventional methods of 
dealing with each other would change as a result of removing the 
prohibition, for they may have some rationale beyond attracting 
demand balances, but it would certainly allow more economically 
rational pricing of loans, deposits, and other services. 

Finally, attention is turned to the “dual prime rate” concept 
recently promulgated by the Committee of Interest and Dividends. 
In essence, the prime rate for large business loans is now outside 
the price control mechanism of the Committee, while changes in 
loan rates for smaller borrowers must be justified by cost increases. 
If recent, very substantial, increases in short-term money market rates 
are sustained, it is clear what will happen. First, large banks will 
scramble for funds wherever they can find them, or are permitted 
by the Federal regulators to look for them. Second, medium size 
regional banks will find that larger national business customers will 
want to draw down or establish lines of credit. Third, smaller banks 
will find the rates in the Federal Funds market much too attractive 
and will tend to ration smaller business customers out of the loan 
market. The administered small business prime will thus result in a 
drying up of funds for small business. The small businessman could 
easily do without such friendly regulation. 
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The SBA Business Loan Programs 

Introduction 

Over the past two decades, Congress has significantly expanded 
the programs and responsibilities of the Small Business Administra¬ 
tion. From the very beginning, however, the heart of the Agency’s 
work has been the administration of business loan programs, 
involving both direct Financing of small business and, increasingly in 
recent years, loan guarantees and loan participation with privately 
owned and managed commercial banks. 

In this chapter we shall examine the major lending assistance 
programs of the Small Business Administration. Attention is directed 
to (1) the regular business loan program; (2) the Economic 
Opportunity Loan program; (3) the Lease Guarantee and Surety 
Bond Guarantee programs; (4) the physical disaster program; and 
(5) the Development Company program. The major objectives of 
this chapter are to explore the historical background and economic 
rationale of these programs, to examine the mechanics of providing 
Financial assistance to small business, and to provide a framework 
for the evaluation of the need for continued lending assistance to the 
small business sector of the economy. In the course of the chapter, 
we shall give recognition both to the problems that have been faced in 
carrying out the mandates of Congress and to some of the major 
evaluations of the Agency’s lending programs that have been 
conducted by independent observers. 
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The Economic Basis For Loan Assistance To Small Business 

In a free enterprise economy, market forces of supply and 
demand are relied upon to allocate resources to their highest uses 
and to provide the goods and services that consumers desire. The 
underlying presumption of such a system is that unfettered 
competition of both consumers and producers will yield maximum 
income and welfare to the nation. 

For a wide variety of reasons governments have interposed 
constraints on market forces. These have generally been of two 
types, the negative, “thou shalt not” interposition, and the positive 
type of intervention which takes the form of direct assistance, tax 
incentives and subsidies. The loan programs of the Small Business 
Administration fall into the latter category, involving both direct 
loans to small enterprises and small business loan' participations 
with, and guarantees to, private commercial banks. Our present task 
is to examine the economic rationale of this specific kind of 
intervention in the marketplace. 

In a perfect market for financial resources, all firms would be 
able to bid for the available funds on the basis of price. Funds 
would flow to those firms which were willing and able to pay the 
rate of interest necessary to attract such funds away from other 
bidders. Furthermore, the market for funds would be organized in 
such a way as to accommodate both large and small firms at rates of 
interest which reflected relative risks and other costs. 

One significant source of imperfection in financial markets 
derives from interest rate ceilings imposed by state usury laws. 
Whatever their other virtues, or lack thereof, these ceilings effec¬ 
tively discriminate especially against small borrowers. The latter 
depend heavily for funds on those financial institutions that are 
subject to the ceilings. Moreover, their risks are such that ceiling 
rates are closer to their market rates under nearly all circumstances, 
and especially so when the latter are rising during periods of 
general credit stringency. In any case, these ceilings effectively 
prevent the commercial banks from allocating credit to borrowers 
whose risks would dictate an interest rate above the ceiling, 
irrespective of the small borrower’s willingness and ability to pay. 
Thus, this factor is a major one in the creation of a credit gap in 
the small business sector.1 This is reenforced by the higher 
administrative, investigative and servicing costs faced by banks in 
making loans to small firms. Small business loans are smaller in 
amount but require the same processing as large loans to large 
businesses. 

Public policy since the late 1920’s has been to impose rather 
stringent barriers to entry into commercial banking, largely to 

1 Larger firms are also affected by such ceilings, but because they have far greater 
access to sources of finance that are not subject to the usury laws, e.g., the commercial 
paper market, the bond market, and the equity market, they are better able to avoid 
their limiting impact. 



protect the liquidity and solvency of such institutions.2 The major 
result of this policy has been the limiting of competition among 
banks within banking markets. This policy has been accompanied by 
comprehensive supervision and examination of bank assets by 
regulatory agencies on both the Federal and State level. Such 
constraints imposed on the institutions from which small business 
Firms receive the major share of their financial resources, irrespec¬ 
tive of other merits which they may possess, clearly negate the 
wisdom of treating bank loan markets as they exist today within the 
framework of a purely competitive economic model. Collectively, 
these regulations have the effect not only of raising the cost of 
capital to all firms, without regard to size, but also of especially 
affecting, in an adverse way, the market for business loans to small 
borrowers. 

This is not to say that commercial banks have not served the small 
business community; indeed, within the framework of regulation 
imposed upon them, thousands of banks, including those that are 
small, have done an outstanding job of meeting the needs of the 
average small business borrower having average risks and capable 
of meeting reasonable standards of creditworthiness. The point that 
must be made, however, is that banking regulation has effectively 
constrained the supply of credit available to small business firms 
whose risks do not meet the standards imposed by either the 
commercial banks themselves or by the supervisory authorities who 
pass upon the assets of private banking institutions. 

In short, many experts believe that much of the imperfection in 
the market for business loans is traceable to Government policies 
which have been adopted over the years to achieve goals that have 
been traditionally thought desirable. The fact that these policies 
have had the side-effect of contributing in a major way to a small 
business credit gap is not always appreciated. Indeed, when 
Congress first considered this problem in a systematic way, in 1953, 
there was no serious discussion of the possibility of solving the 
problem by removing existing impediments to a free loan market. 
Instead, Congress elected to work within the existing market 
constraints and to develop a program, later enlarged in scope and 
dollar volume, which would provide loanable funds to small 
business borrowers who were especially affected by loan market 
imperfection. Obviously, this was not an ideal solution from the 
economic standpoint, but given the realistic alternatives, the approach 
adopted by Congress seems both reasonable and practical. This is 
particularly true if one accepts the premise that the viability of small 
business is essential to the preservation of a competitive free 
enterprise system. This premise was obviously accepted by the 
Congress when, in passing the Small Business Act in 1953, it was 
stated to be the policy of the Congress that the preservation and 

2 From the Civil War to the 1920’s, entry into banking was relatively easy, with a 
bare minimum of Federal and State requirements; thereafter, to the Saxon incumbency 
in the Office of the Comptroller of the Currency, entry was not only difficult but generally 
discouraged; from 1961 to the present entry has been somewhat easier than the preceding 
period, but definitely less so than in the period prior to the Great Depression. 
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expansion of free competition was basic not only to the economic 
well-being but also to the security of the Nation, and that such 
security and well-being could not be realized unless the actual and 
potential capacity of small business were encouraged and devel¬ 
oped. 

Since the passage of the Small Business Act in 1953, with its 
specific mandate to provide financial assistance to small firms which 
could not otherwise obtain needed credit, there have been several 
studies to determine whether the “credit gap” continued to exist. 
For example, the Federal Reserve Board conducted a study in 1957, 
and concluded that the problem of small-business financing at that 
time was in the area of longer term credit and equity capital rather 
than in that of shorter term credit.3 Again, after a study by a 
Presidential Committee in 1962, its report stated that thousands of 
small businesses through Federal assistance had secured credit 
essential to their survival and growth, resulting in greater economic 
opportunity and a more competitive environment.4 The report 
added that two of the basic objectives of Federal credit programs 
were to remove or reduce credit gaps arising from imperfections in 
private markets and to influence the allocation of economic 
resources in order to promote social purposes which otherwise 
could not be achieved as effectively. Finally, in 1970, a Presidential 
Task Force5 again stated that in times of monetary restraint, such as 
existed then, small businesses were handicapped vis-a-vis large 
corporations. The Task Force also recommended that Government 
participation be continued until small business credit needs were 
more fully satisfied by the private sector. 

The major loan assistance program of the Small Business 
Administration involves both direct loans and loan participation and 
guarantees arranged with commercial banks. In all cases, the 
program is designed to secure a flow of funds to businesses whose 
credit is not “bankable” under prevailing standards of the commer¬ 
cial banks, or those requiring longer-term loans than banks 
traditionally make. In principle, such assistance is available only to 
the non-bankable credit risk, i.e., a small business firm that has been 
refused bank accommodation of its financial needs. This principle 
gives rise to a host of interpretive and administrative problems 
which are briefly considered in the following sections. We may note 
at this point, however, that the public should not be expected to 
underwrite credits that would normally be bankable under prevail¬ 
ing standards of credit-worthiness. The private commercial banks 
must bear these latter risks without Government assistance if the 
private credit market is to function effectively as an allocative 
mechanism. Thus, a significant task of administering these pro¬ 
grams involves meeting the needs of non-bankable applicants 

3 William McChesney Martin, Jr., statement before the Subcommittee of the Committee 
on Banking and Currency, U.S. Senate, June 20, 1957. 

4 Report of the Committee on Federal Credit Programs to the President, November 
27, 1962. 

5 “Improving the Prospects of Small Business,” the Report of the President’s Task 
Force on Improving the Prospects of Small Business, March 1970. 
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without, at the same time, subsidizing, at public expense, those who 
are in a position to meet the test of the market without aid.6 

Development Of The Regular Business Loan And Economic 
Opportunity Loan Programs. 

The antecedents of the lending programs of the SBA, established 
in 1953, are found in the Reconstruction Finance Corporation, 
which was established in 1932 to help both large and small 
businesses in the worst economic crisis in the nation’s history,7 and 
in the Smaller War Plants Corporation, the first governmental 
agency established purely to assist small business. Among the 
functions of SWPC, a WWII Agency, was a loan program for small 
firms, designed to assist them in war production and production of 
essential civilian commodities. This Agency made some 6,000 loans 
to small businesses before its loan function was transferred, in 1946, 
to the Reconstruction Finance Corporation. 

During the Korean War, a second Government agency designed 
exclusively to assist small business, the Small Defense Plants 
Administration, was established. Scheduled to expire on June 30, 
1952, SDPA was continued until July 31, 1953. Its lending program 
consisted of making recommendations for loan approval to the 
RFC; during its two-year life, 411 loans were approved, totalling 
$51 million. 

The Small Business Act, passed in July 1953, established in the 
new Agency the disaster loan program previously administered by 
the RFC, and a business loan program. Congress provided that 
business loan assistance could be granted (1) directly by the SBA or 
(2) through either immediate or deferred participation with com¬ 
mercial lenders. Purposes of such loans were to include the 
financing of plant construction, conversion, and business expansion; 
purchase of equipment, facilities, machinery, and supplies; and to 
provide working capital to be used in the manufacture of articles, 
equipment, supplies, or materials for war, defense, and essential 
civilian production, or as might be necessary to insure a well- 
balanced national economy. These basic lending purposes have 
remained virtually unchanged throughout the Agency’s history. A 
loan ceiling of $150,000 was initially established, together with a 10- 
year maximum loan maturity; interestingly enough, there was no 
mention of the interest rate. Loans could not be made directly if a 
participation loan with a commercial bank were available. The 
legislation further established a Loan Policy Board to establish 
broad policies, and this Board, consisting of the SBA Administrator 
as Chairman, and the Secretaries of Treasury and Commerce, 

6 Firms receiving loan assistance from the SBA are expected to have the capacity 
for repaying loans. Thus, they are non-bankable applicants only in terms of the credit 
standards of commercial banks in their communities. These latter standards, which 
reflect Government supervisory criteria, are obviously higher than those adopted by 
the SBA. 

7 The RFC continued in operation until 1953, but most of its programs had been 
phased out prior to that year. 
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continued until it was abolished by Reorganization Plan No. 4 of 
1965, at which time its functions were transferred to the SB A 
Administrator. 

Legislation in 1955 raised the loan ceiling to $250,000, increased 
the maturity to 10 years (plus construction time when the purpose 
of the loan was the construction of industrial facilities), and set an 
interest rate ceiling of 6 percent per annum, providing that the 
actual rate charged should be the rate prevailing in the area in 
which a given loan was negotiated. 

The important 1958 Act,8 in addition to making SB A a perma¬ 
nent Agency, increased the ceiling on business loans to $350,000 
and set an interest rate ceiling of 572 percent on SBA direct loans 
and SBA’s share of immediate participation loans with commercial 
banks. These provisions are currently in force (1973). Loan 
maturity, however, was extended in 1967 to 15 years for those 
portions of loans for construction purposes.9 

The Economic Opportunity Act of 1964,10 gave the SBA special 
authority to make Economic Opportunity Loans (EOL) to low 
income firms and individuals, and to firms which hired such 
persons. The Agency thus joined forces with other Government 
departments and agencies in what was popularly referred to as the 
“war on poverty.” The purpose of these loans was stated in general 
terms: to assist in the establishment, preservation, and strengthen¬ 
ing of small business concerns and improve the managerial skills 
employed in such enterprises. This legislation included the follow¬ 
ing principal features: 

(1) the authority to make, participate in, or guarantee loans was 
vested in the Director, Office of Economic Opportunity (who 
forthwith delegated it to the SBA Administrator); 

(2) a loan ceiling was established at $25,000; 
(3) a maximum loan maturity of 15 years was established; 
(4) borrowers could be required to take a SBA-sponsored man¬ 

agement training course; 
(5) grace periods on principal were permitted; 
(6) the interest rate on such loans was set by a statutory formula 

based on the cost of money to the Treasury, with a lower 
rate in redevelopment areas, and 

(7) making loans which would finance relocation of businesses 
from one area to another, or finance subcontractors to 
enable them to undertake work previously performed in 
another area by other contractors or subcontractors, was 
prohibited. 

Common requirements of the EOL program and the regular 
business loan program included: (1) a reasonable assurance of 
repayment; (2) that funds must not be available on “reasonable” 
terms from other sources; and (3) the seeking of maximum 
participation of the private lending community in the program. 

8 P.L. 85-536 
9 P.L. 90-104 
10 P.L. 92-500 
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The EOL program was initially authorized for 2 years, to expire on 
June 30, 1965; subsequent legislation has extended its life through 
June 30, 1975. 

Principal amendments to the 1964 Act were made in 1966, 1967, 
and 1972. A 1966 provision11 transferred loan-making authority 
from the Director, Office of Economic Opportunity, to the Adminis¬ 
trator of SB A. A 1967 amendment 12 specified that special attention 
was to be given to small business concerns located in urban or rural 
areas with high proportions of unemployed or low-income individu¬ 
als, and small concerns owned by low-income individuals. It also 
stated that at least fifty percent of all Economic Opportunity Loans 
were to be made in urban areas with a high concentration of 
unemployment, or low-income individuals, or concerns owned by 
low-income individuals. This amendment abolished the original 
restriction on transferring establishments from one area to another, 
and on financing subcontractors undertaking work previously 
performed by other contractors or subcontractors. Finally, in 
1972,13 the ceiling on EOL’s was increased from $25,000 to 
$50,000. 

Under the Economic Opportunity Loan program, credit criteria 
were softened, allowing greater credit risks to be taken, and a major 
emphasis was given to providing credit assistance to members of 
minority groups. It was believed that the sociological gains of this 
program would outweigh the higher losses to be expected. It has 
been difficult, of course, to measure such costs against the 
advantages gained for disadvantaged persons, and continuing 
studies are clearly required to assess the net benefits of both this 
and other assistance efforts.* 

In 1972, the Congress passed two additional pieces of legislation. 
In one, the SBA was authorized to make loans to small firms 
suffering economic injury due to requirements regarding water 
pollution control.14 No dollar ceiling was set by the legislation; the 
maturity could be as long as 30 years; and the interest rate was set 
by a statutory formula based on the cost of money to the U.S. 
Treasury. The second Act authorized SBA to make loans to 
handicapped individuals, and to nonprofit organizations hiring the 
handicapped, up to $350,000 and with a maximum maturity of 15 
years.15 This legislation further established a maximum interest rate 
of 3 percent on the SBA share. 

How a Small Business Obtains A SBA Loan 

SBA’s ability to approve a loan is limited to those situations where 
the small business applicant is unable to obtain financing on 

11 P.L. 89-794 
12 P.L. 90-222 
13 P.L. 92-320 
*Editors Note: See, in this volume, Wilfred Garvin, “Fostering Minority Business 

Ownership,” for a discussion of benefits and costs of the EOL program. 
14 P.L. 92-500 
15 P.L. 92-595 
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“reasonable” terms from other sources. “Small business” is defined 
by the SBA in published regulations, and the definition varies by 
industry. A prospective applicant should first contact his bank to 
determine whether a regular bank loan is available. The applicant 
should provide the lender a current balance sheet, a profit and loss 
statement, a current personal financial statement of the owner and 
each partner or major stockholder, and a listing of available 
collateral. 

If the bank is unable to approve a direct loan, the applicant 
should then request that the bank make the loan with a SBA partial 
guaranty, or on an immediate participation basis. If the bank is willing 
to approve the proposed loan on a guaranteed basis, it should 
submit the applicant’s financial data to the nearest SBA office, 
together with its comments and recommendations. The SBA then 
passes upon the loan proposal and notifies the bank of its decision. 
Considerable effort has been expended by the Agency in recent 
years to expedite applications and to reduce the waiting period 
prior to its final decision. 

In cases where the bank will not make an SBA-guaranteed loan, 
the applicant may request an immediate participation, in which SBA 
and the bank both provide funds in an agreed-upon amount. In 
situations where the bank is unwilling or unable to participate 
under either plan, the applicant should contact the nearest SBA 
office and request a direct SBA loan. Applicants should bear in 
mind, however, that funds for direct Government loans are scarce, 
and that SBA seeks in every instance to encourage maximum bank 
participation. 

SBA loan officers will analyze all loan requests in much the same 
way that bank loan officers make credit decisions. Consideration will 
be given to such factors as the general creditworthiness of the 
applicant, adequacy of collateral, repayment ability, experience of 
the business management, and the amount and term of the loan 
requested. 

SBA Experience In Implementing The Program And Statistics 
Of Growth 

SBA’s overall experience with the regular business program is 
reflected in Chart I, which illustrates its growth, from 1953 to 1973, 
both in number of loans and dollars loaned or guaranteed. Chart II 
shows the phenomenal growth in the guaranty program over the 
same 20 year period; and Charts III and IV show the rather erratic 
ups and downs in the immediate participation and direct loan 
programs. Although not reflected in these charts, approximately 50 
percent of loans in the first year of operation were made on a 
guaranty basis, but over the years this percentage has fluctuated 
rather widely, with a low reached in Fiscal Year 1964, when only 
7.9 percent of total business loans approved were made under the 
guaranty variation of the program. Further, the Agency’s intense 
efforts in more recent years to involve the private sector in its loan 
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programs have resulted in a dramatic decline in the volume of direct 
and immediate participation loans. For example, in 1973, 93 percent of 
the 25,219 business loans approved were made under the guaranty 
plan. Even in the more liberal Economic Opportunity Loan 
program, some 45 percent of the 7,662 loan approvals were made 
with banks on a guaranty basis. The scope of the EOL program is 
illustrated in Charts V - VII. 

Looking only at total dollar growth, the $27.8 million in business 
loans approved by SB A in 1954 rose steadily over the years. In 
fiscal year 1973 the total was almost $2 billion, plus $148 million in 
Economic Opportunity Loans. 
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CHART 2 

MILLIONS OF DOLLARS 
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This very large increase in volume of loans to small businesses has 
of course, resulted in some losses, as well as in thousands of paidup 
loans. The Agency has always presented its loss figures by using 
estimated as well as actual losses,16 in an effort to give the Congress 
and the public a true picture of both loss expectations and loss 
experience. As of June 30, 1972, the SBA’s actual and estimated 
loss rate, as a percentage of total disbursements through the years, 

16 Actual losses are the actual dollars charged off; “estimated losses” are developed 
from individual reviews of loans in liquidation, the result of which is a netting out 
of funds to be recovered in the liquidation process. This review is performed annually 
by SB A field personnel in the servicing offices. 
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was 4.47 percent for the business loan family, including displaced 
business loans, but excluding Economic Opportunity Loans. 

The EOL program’s loss experience reflects the substantially 
different conditions under which SBA provides assistance to low 
income and minority businesses. Congress has explicitly encouraged 
the Agency to accept greater risks in implementing this program. 
From 1964 to June 30, 1972, the actual and estimated loss rate of 
the EOL program was 33.2 percent. 

Discussion of SBA experience with its loan programs would be 
incomplete without reference to the major efforts made in the years 
1964 and onward to put members of minority groups into the 
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economic mainstream of American society. The effort, initially 
termed “Project Own,” and subsequently “Operation Business 
Mainstream,” has produced a large volume of loans to racial 
minorities. Unfortunately for statistical purposes, the Agency was 
not permitted to maintain data on loans to racial minorities until 
1968, so there is no record of minority loans until that time. 
However, SB A records during 1968 and succeeding years indicate 
the numbers and amounts of loans approved to members of minority 
groups in Table I. These figures include regular business, economic 
opportunity, displaced business and development company loans. 
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CHART 7 
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TABLE I 

SBA LENDING TO MINORITY-OWNED BUSINESS 

Fiscal Year Number of Loans Amount 

1968 2,335 S 41,300,000 
1969 4,654 104,600,000 
1970 6,262 160,400,000 
1971 7,776 213,800,000 
1972 9,016 258,200,000 
1973 9,074 334,000,000 

While a majority of the business-type loans to minorities has been 
approved under the Economic Opportunity Loan program over the 
years, an increasing number of loans has been made under the 
regular business loan program. This increasing use of the business 
loan program by minority businessmen would seem to indicate that 
minority businesses have indeed been entering the “mainstream” of 
the American economy, since their credit needs are increasingly 
served by the regular loan program with its ceiling of $350,000. 
The EOL ceiling is $50,000 at the time of this writing. 

External Criticism Of SEA Lending Programs 

The history of SBA lending programs has been marked by great 
growth in both the magnitude of assistance rendered and the 
complexity of Congressionally mandated responsibilities. The course 
of the Agency’s development, however, has not been a smooth one; 
both the philosophy of the legislation itself and the administration 
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of its provisions have been assailed by a number of critics over the 
two decades of its existence. While such criticism appears to have 
waned in recent years—markedly so, in fact—it will be instructive to 
examine the nature and substance of such criticism and the 
Agency’s responses which, in many respects, have been responsible 
for both the decline in the intensity of criticism and the positive 
support now forthcoming from institutions that were formerly 
among its most vocal opponents. 

We shall approach the criticism of SBA lending programs along 
two general lines. We first consider the philosophical objections to the 
relevant legislation; following this discussion, we shall examine that 
substance of criticism directed toward the administration of the 
lending assistance programs. 

ATTACKS ON THE PRINCIPLE OF ASSISTANCE 

It is safe to say that a large segment of the commercial financing 
community, as well as some major business associations and the 
news media, were strongly opposed to the basic philosophy of the 
Small Business Act in 1953, and for some years thereafter. In its 
infancy, for example, the legislation was either opposed or given 
little support by the American Bankers Association, which viewed it 
as Governmental intrusion into the sphere of private enterprise and 
the source of unfair competition with private commercial banks. 
Both Barron’s and The Wall Street Journal called for the liquidation of 
the Agency in the 1960’s.17 

While the views of many have changed substantially in recent 
years—a notable example being the American Bankers Association— 
philosophical opposition to the principle of government small 
business lending assistance survives in some areas of the financial 
community, the press, and among some economists. 

As we have noted above, SBA loan programs involve Government 
efforts to influence the financial markets (1) by providing, under 
certain circumstances, direct loans to small businesses, (2) by 
providing guarantees of private commercial lender loans, (3) by 
providing participation with commercial lenders and (4) by specify¬ 
ing maximum loan rates that may be charged on each of the above. 
All of these forms of what some refer to as intervention are 
considered, by the critics, to be conducive to market distortion. 

The general answer to this philosophical criticism has been 
presented above, in the section on the economic basis of the SBA 
loan programs. There it was argued that financial markets as they 
exist today do not conform to the purely competitive model which is 
required to give credence to the assumptions and conclusions of the 
laissez-faire economist. Thus, one can justify intervention to the 
extent that it rectifies an existing imperfection, or set of imperfec¬ 
tions, in the absence of any realistic expectation that these will 
disappear in the near future. Since even the critics recognize the 

17 See Barron’s October 23, 1961, p. 1 and The Wall Street Journal, October 13, 1965, 
p. 16. 
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existence of these loan and capital market imperfections and the 
difficulty of their removal, some means must be adopted to reduce 
their systematic discrimination against higher-risk (but viable) enter¬ 
prises. The SBA loan programs, then, can be thought of as a means 
of reducing essentially inefficient market discrimination. 

Some critics of the loan programs have questioned their net 
benefits to the economy, arguing that there is no clear proof that 
the economic benefits exceed the cost of assistance. While it is true 
that conclusive studies are lacking in this regard, the studies that 
have been made in the Agency provide evidence that the rate of 
return on such investment of taxpayer resources is both positive 
and substantial. 

CRITICISM OF PROGRAM ADMINISTRATION 

The Administration of SBA loan programs has been criticized 
rather ardently over the years. The substance of this criticism has 
occasionally been contradictory, for example in regard to the laxity 
and stringency of lending standards employed. 

A substantial area of criticism has historically involved the 
complaints of commercial banks that SBA lending involved exces¬ 
sive red tape, delays and unnecessary supervision. In response to 
these criticisms, the Agency has recently undertaken a thorough 
revision of its loan procedures, seeking to achieve greater efficiency 
in its own work and the elimination of cumbersome obstacles to 
commercial bank cooperation. This effort has been highly success¬ 
ful, judging from the great expansion in commercial lender 
participation and the significant decline in criticism of this kind. 

The proper administration of the SBA loan programs requires 
that loan assistance be confined to small businesses that are (1) 
excluded from the private credit markets by either risk or need for 
longer terms, and (2) considered capable of repaying their obliga¬ 
tions on the basis of assumed risks. A continuing administrative 
problem involves the setting of standards by which the credit- 
worthiness and the eligibility of borrowers are judged. Some critics 
have argued that the Agency has set standards that are two 
lenient,18 while others contend that “the small businessman turns to 
SBA and finds precious little comfort there.” 19 

The general answer to this conflicting criticism is that neither loss 
rates nor a lack of program expansion indicates substantial judg¬ 
ment errors with regard to standards at the present time. And while 
there is a clear commitment to meeting the legitimate requirements 
of small business under the Act, there is a prevailing administrative 
recognition that “loans . . . are not just handouts . . . and that 
there has to be a reasonable possibility [of loan repayment].” 20 
Moreover, it is recognized that the SBA’s proper function is to help 

18 Barron's, July 4, 1966, p. 5. 

19 John H. Bunzel, The American Small Businessman (Knopf, New York City, 1962), 
p. 49. 

20 Hearings, House Committee on Banking and Currency. July 24, 1967, p. 45. 
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make credit available to business firms that are, because of their 
risk-characteristics, long-term needs, and imperfections in the 
market itself, excluded from normal borrowing channels. This 
standard should preclude both loan assistance to firms that are 
clearly capable of generating credit without aid, and, by implication, 
assistance to commercial lenders in making “bankable” credits 
available to normally credit-worthy borrowers. There is always some 
possibility, as critics have pointed out, that commercial banks might 
take advantage of SBA guarantees and participation by channelling 
normally credit-worthy small business borrowers into the SBA 
program.21 This would obviously result in a subsidy to the 
commercial banks, without expansion of total credit flows to small 
business, since the latter loans would be made in the absence of 
assistance. Thus, the spirit of the legislation, as well as the economic 
justification of lending assistance, supports the SBA’s administrative 
review and restraint of such practices. 

The Lease Guarantee Program 

Because of limited financial resources, a small business often is 
unable to obtain satisfactory real property for its operations. The 
SBA lease guarantee program was designed to provide a small 
business firm with a credit standing to enable it to obtain a lease on 
prime space in commercial or industrial property. 

The need for lease guarantee insurance for small business was 
recognized in Congressional hearings held in 1959 and 1961. These 
hearings revealed that small businesses tended to be excluded from 
the then-emerging shopping centers. Developers, and their institu¬ 
tional lenders, gave preference to larger, well established and 
financially strong companies. Lenders had to protect their funds 
and be assured that the developer could repay the loan from rent 
revenues. Lenders limited mortgage loans to an amount that could 
be supported by assured rent rolls, and gave no credit for rentals 
paid by smaller, less financially strong firms. Legislation authorizing 
the Small Business Administration to guarantee the rent of eligible 
small businesses was enacted in 1965 and amended in 1968. 

The statute requires the operation of the program (where 
practicable) in participation with qualified surety or other private 
companies. SBA has signed reinsurance agreements with a number 
of private insurance companies. SBA also accepts and processes 
applications from small businesses which have been turned down by 
the private companies. 

The first lease guarantee insurance policy was issued in Novem¬ 
ber 1967. The following Table shows the growth of policy issuance 
since inception: 

21 As noted above, initial eligibility for SBA assistance is established when the borrower’s 
application is declined by a bank. 



TABLE II 

LEASE GUARANTEE EXPERIENCE 1968-1973 

FY FY FY FY FY FY 
1968 1969 1970 1971 1972 1973 

Number of policies 
—Direct 3 29 58 61 86 155 
—Reinsurance 

Certificates 1 17 45 78 121 110 

Total 4 46 103 139 207 265 

Agg. Rent Guar. 
—Direct SO. 8 $13.6 

(In millions of dollars) 

$17.0 $30.2 $37.0 $87.4 
—Reins. Cer. 0.5 8.4 12.5 20.7 41.1 44.2 

Total si.3 $22.0 $29.5 $50.9 $78.1 $131.6 

At the end of June 1973, commitments were outstanding to issue 
direct policies for 205 small businesses involving $33 million, and 
170 reinsurance certificates involving $81 million. The small busi¬ 
nesses which have had their rents guaranteed have supported over 
16,000 permanent employment opportunities. 

As of June 1973, SB A had paid claims for defaulted rent on 
approximately 11 percent of the policies and certificates of reinsur¬ 
ance issued. Claims have amounted to approximately 20 percent of 
premiums received. 

The growth of this program has been impeded to some extent by 
the reluctance of mortgage lenders to accept the SBA guarantee. 
This has been due, in part, to the fact that if the lessor fails to 
perform duties under the policy upon default, the SBA may 
withhold payment. Mortgage lenders do not have the degree of 
control over the lessor of the property which they desire, since the 
latter must undertake prior obligations to the SBA under the 
insurance contract. As noted previously, a lender provides a 
mortgage on a property and takes an assignment of the rents under 
the lease as additional collateral. The lender desires timely payment 
of the mortgage through the rent receipts of the borrower and does 
not want to be forced to foreclose and assume the duties of the 
lessor in order to obtain payment from the SBA. SBA has been 
unable to issue an unconditional guarantee to the lender. These 
defects in the program deserve further study by Congress. 

Further study also continues regarding the premium schedule 
which calls for payment in advance of an amount equal to 
approximately 5 months rent. The present premium schedule was 
based on a study by an independent actuary and is expected to 
measure the risk of loss. While an adjustment of the rates has been 
considered, limited experience under the program precludes any 
recommendation for change at this time. 

Finally, while the results of this program have been rather 
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modest, and its operation has pointed up some needed changes, the 
lease guarantee efforts of the SBA have clearly responded to a real 
need of the small business community. This need is undoubtedly 
greater than the statistics of growth demonstrate, since mortgage 
lenders have been somewhat reluctant to accept the adequacy of 
existing guarantees. 

The Surety Bond Guarantee Program 

Surety bonds are typically required of firms engaged in the 
construction industry, as well as in certain parts of the services and 
supply sectors of the economy. Basically, the bond is purchased by 
the contractor and furnished to the user of his services; it serves to 
guarantee the latter that the contractor will perform according to 
the construction or supply contract. In construction, for example, 
the bond may be offered to insure the performance of the contract 
on time and according to standards set in the agreement. 

Since most contractors do not have, or do not^wish to furnish, 
direct capital for this purpose, surety bonding companies have 
developed to undertake this function (and the risks involved), for a 
premium fee. Generally speaking, surety bonds are required of 
contractors in order to bid on projects and services. Lack of a bond, 
then, effectively excludes firms from securing such contracts. 

The economics of the bonding industry are such that many small 
contractors have had difficulty securing surety. On the one hand, 
surety companies have argued that the premiums from small 
contract bonds do not cover the administrative costs involved, much 
less the risk of default, and they have been reluctant to raise 
premiums to the level necessary to cover costs. On the other hand, 
the premiums that would be necessary to gain insurance would 
inhibit the small contractor’s ability to win the contract, since his 
costs would necessarily include the bonding company. 

Development Of The Program 

In his March 23, 1970, special “Small Business Message’’ to 
Congress, the President called for enactment of a Surety Bond 
Guarantee Program. Subsequent legislation empowered the Small 
Business Administration to enter into commitments to guarantee 
any approved surety up to 90 percent of any loss that the surety 
incurs as the result of a business firm’s breach of the terms of bid, 
payment or performance bonds on any contract (for construction, 
service or supply) up to $500,000 in face value.22 

The statute did not give the Small Business Administration 
authority to issue bonds directly; therefore, the Surety Bond 
Guarantee Program was entirely dependent upon participation of 
the surety industry. Approximately 80 surety companies were 
participating in June 1973. The program involved contractors, 

P.L. 91-609 
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bonding agents/brokers, sureties, and SBA regional personnel. 
Realizing the pitfalls of multi-party operations, simplicity was 
emphasized in establishing program procedures. It was recognized 
that the bond guarantee program could not succeed in the absence 
of prompt Administrative decisions. 

The Surety Bond Guarantee Program was begun on a “pilot” 
basis in the Kansas City and Los Angeles metropolitan areas in 
April 1971. It became a national program (in SBA’s 10 regional 
offices) in September 1971. Since then, growth has been very 
significant, as Table III shows. 

TABLE III 

EXPERIENCE UNDER THE SURETY BOND PROGRAM 
1971-73 

Guarantees No. of Con- Value of 
Issued tracts Awarded Contracts 

FY 71 (Pilot) 21 7 $ 312,252 
FY 72(10 mos. nationwide) 2,316 1,339 94,434,157 
FY 73 8,657 5,597 351,189,011 

Total 10,994 6,943 $445,935,420 

How a Small Business Obtains a Surety Bond Guarantee 

Basically, the program works this way: The contractor requiring a 
bond asks his bonding agent/broker for accmmmodation. If the 
agent/broker determines that his client cannot obtain a bond on his 
own, he advises the contractor to seek assistance through the SBA 
Surety Bond Guarantee Program. (SBA supplies most agents/ 
brokers with two necessary forms, the application form and the 
Statement of Personal History). The contractor completes the 
necessary forms, and the agent/broker submits these simultaneously 
to the surety company and the SBA regional office. The surety 
company reviews the case and reaches a decision. If the surety 
decides it will issue the contractor’s bonds with the SBA’s guarantee, 
it then asks SBA for the guarantee. SBA independently reviews the 
surety’s underwriting and decides whether to guarantee. Once the 
surety’s request for guarantee reaches the SBA regional office, the 
case is evaluated and a decision reached within 3-5 working days. 

There have been occasional suggestions that SBA ought to have 
authority to issue bonds directly. At this writing the SBA has not 
undertaken to do so, preferring to rely upon the expert knowledge 
and resources of the over 80 participating sureties. 

General Standard Of Assistance 

Some critics have stated that many small contractors are still not 
receiving bonds. SBA studies have found that these contractors 
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have rarely asked for the bond guarantee assistance. Also, there has 
been a misconception held by many that every contractor ought to 
be able to obtain bond assistance. This “loose” standard has not 
been accepted by the SBA; rather, the principle has been adopted 
that such assistance should be provided only to those contractors 
who have a reasonable capability of performing the contract and 
which are only marginally unable to meet the stringent requirements 
of the surety industry. Providing bonds to an unqualified or 
incompetent contractor is not the objective, and would not be fair to 
the party requiring the bond, who might end up with a poorly 
constructed building or many unpaid labor and material bills. 
Additionally, it would not be fair to the contractor’s small business 
competition.23 

The Surety Bond Guarantee Program has been one of SBA’s 
fastest growing and most successful programs, formulated in 
response to observable need arising from imperfection in the 
market for surety bonds. With modest resources, the Agency has 
accomplished a great deal for small constractors in this area. The 
program is an excellent example of what can be accomplished 
through enlightened cooperation of Government and industry. 

The SBA Disaster Loan Program 

For 40 years the Federal Government has had a program to aid 
victims of disasters such as hurricanes, floods, tornadoes, and the 
like. The initial authority for such a program was given to the 
Reconstruction Finance Corporation in 1933, and originally applied 
only to earthquake victims. Thereafter, other types of physical 
disasters were included, and in 1953 the disaster loan authority was 
made a part of the functions of the new Small Business Administra¬ 
tion. Despite the fact that all other functions of SBA are related 
only to small firms, the physical disaster assistance of SBA has 
always been available to both small and large businesses, to 
nonprofit institutions, including churches, and to homeowners. The 
need for such a program is self-evident: disaster victims without 
adequate insurance need help beyond that which is available from 
such relief sources as the American Red Cross, and a low interest 
rate Federal loan program has been considered for many years a 
compassionate method for the Government to aid citizens in 
distress. 

Development Of The Program 

The 1953 legislation contained broad language authorizing the 
SBA to make disaster loans “necessary or appropriate because of 
floods or other catastrophes.” The maximum term of such loans was 

23 Indeed, one of the criteria of success in this program has been the contractor 
who has “graduated” into the normal bonding process without further need for SBA 

guarantee assistance. 
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set at 10 years, except that home loans could have a maturity of 20 
years. No mention was made of interest rates or bank participation. 
A 1955 amendment,24 however, authorized disaster loans either 
directly or in cooperation with banks or other lending institutions, 
and added that “other catastrophes” could include droughts in 
agricultural areas identified by the President or the Secretary of 
Agriculture. Drought area assistance, however, was available only to 
small business concerns. The 1955 legislation also provided for a 
maximum interest rate of 3 percent for home loans in disaster 
areas. 

With the passage of the 1958 Act establishing SB A as a 
permanent Agency, disaster legislation was further broadened to 
include excessive rainfall as a type of disaster situation in which 
small firms suffering substantial economic injury might qualify for a 
loan. This Act also extended the twenty-year term and the 3 
percent interest rate to all disaster loans, limited the SBA share of 
guaranteed loans to 90 percent of the total, and provided for 
extensions of maturity to 30 years under certain circumstances. 

In 1961, a further amendment added a new economic injury 
program for small firms, providing assistance to those forced to 
relocate because of urban renewal, highway construction, or other 
Federally-aided construction projects. The interest rate was to be 
established by a formula which related it to the cost of money to the 
Treasury. This authority was broadened in 1964 to include borrow¬ 
ers who had not previously owned the business premises, and 
extended in 1968 to include those businesses suffering economic 
injury because of their location in the general area of Federally- 
aided construction, even though they might not be forced to 
relocate. 

In 1964, the SBA was authorized to assist those suffering 
economic injury as the result of their inability to process or market 
a product for human consumption because of disease in the 
product. This legislation passed after the discovery of diseased fish 
in the Great Lakes area. 

In 1965, a further amendment permitted a 30-year maximum 
loan maturity under certain conditions, authorized the suspension 
of principal and interest payments, and extended the date of 
maturity for a 5-year period, also under certain conditions. Disaster 
loans to private higher education institutions were authorized in 
1966, and in 1968 riots and civil disorders were added to the 
definition of “other catastrophes.” 

Recent amendments to the Small Business Act authorize economic 
injury disaster assistance to certain small firms as follows: 

1969— operators of coal mines who are required to meet stand¬ 
ards imposed by the Federal Coal Mine Health and Safety 
Act. 

1970— concerns required to meet standards relating to egg, 
poultry, and meat processing. 

24 P.L. 84-268 
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1970—concerns required to meet standards relating to occupa¬ 
tional safety and health. 

1972—concerns injured by cutbacks in defense production of 
strategic arms. 

All four of these amendments permitted the 30-year loan 
maturity, and used the statutory formula related to the Federal cost 
of money in computing the interest rate that such loans would 
carry. 

Four additional Acts have been passed which primarily involve 
the physical disaster portion of the overall disaster program. The 
1969 Act came in the wake of Hurricane Camille, and had two 
unique provisions. First, a “forgiveness” of up to $1,800 of the loan 
amount was authorized. Second, it was provided that a loan 
applicant’s personal resources available to meet the disaster would 
be considered if the loan bore the statutory maximum rate of 3 
percent, but would not be considered relevant if the borrower paid 
the (higher) rate as determined by the cost-of-money-to-the-Treas- 
ury formula; in the latter case, however, the forgiveness feature 
would not be available. The 1970 Act applied to economic injury 
and product disaster loans as well as physical damage, and extended 
the “forgiveness” to $2,500. It also eliminated the personal re¬ 
sources restriction in the case of physical damage only. Additionally 
this legislation included a refinancing provision, and special author¬ 
ity for disaster loans without dollar limitation to major employers to 
enable them to continue their operations. In 1972, after the 
unprecedented damage caused by Hurricane Agnes, new legislation 
raised the forgiveness to $5,000 with a 1 percent interest rate, 
backdated to January 1, 1972 and carrying over to June 30, 1973. 
In April 1973, in view of widespread criticism of the so-called 
giveaway of millions of Government dollars to disaster victims, the 
Congress eliminated the forgiveness feature and changed the 
interest rate from one percent to a maximum rate of five percent. 

SB A Experience In Implementing T he Program And S tatistics 
Of Growth 

It is interesting to note that the Reconstruction Finance Corpora¬ 
tion (1933-1953), approved only 30,835 disaster loans during its 20- 
year history, totalling slightly under $89 million, of which slightly 
under $69 million was finally disbursed. This compares with 
458,993 disaster loans approved by the SB A from 1953 through 
June 1973, totalling almost $3 billion. This includes approximately 
2,000 loans for various types of economic injury, totalling about $30 
million. 

The vast increase in the size and scope of the disaster program 
can be measured by the fact that in its first year SB A made 157 
disaster loans, totalling $700,000, while in Fiscal Year 1973, due to 
the immensity of Hurricane Agnes, there were 215,001 loans 
totalling $1.5 billion. This amounted to nearly 52 percent of the 
total dollar volume of loans made from the beginning of the 
program in 1954. (For a year-to-year comparison, see Chart VIII). 
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As of June 30, 1972, the disaster program had a loss rate of 4.62 
percent (actual and estimated). It should be kept in mind that this 
percentage does not include the very heavy lending beginning in 
June of 1972 occasioned by Hurricane Agnes in major sections of 
New York, Pennsylvania, and other eastern seaboard states. 

Development Company Loan 
Programs 

The study of small business financing made by the Federal 
Reserve System served as a powerful impetus to the passage of the 
Small Business Investment Act of 1958. The Act presented a unique 
method of financing whereby no Government funds were furnished 
directly to small business but were made available indirectly through 
the medium of state and local development companies. A state 
development company (SDC) is a private corporation organized 
under a special act of a state legislature to operate on a statewide 
basis. It borrows funds from its member financial institutions and 
uses these funds to assist businesses. SBA is authorized to lend 
SDC’s amounts equal to outstanding borrowings from other sources. 
The funds borrowed from SBA must be used to provide equity 
capital or loans to small businesses. 
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The local development company (LDC) program works exclu¬ 
sively through a corporation made up of residents and businessmen 
in a community whose primary purpose is to improve the local 
economy. 

To qualify for a local development company loan from the Small 
Business Administration, there must be an incorporated local 
development company comprised of at least 25 individuals, 75 
percent being residents or businessmen in the community. The 
corporation can be funded in a number of ways, either by sale of 
stock or memberships, borrowing from members, or borrowing 
from a financial institution. To obtain a loan from SBA, the 
development corporation must put up the first 20 percent of the 
cost of the project. Such cost may involve acquisition of land, 
construction of buildings, or acquisition and installation of equip¬ 
ment. Before SBA will approve a “502” loan, there must be an 
eligible small business which has agreed to occupy the plant when it 
is completed. SBA can make “502” loans of up to $350,000 to a 
local development corporation for each identifiable small business 
concern which the development corporation desires to assist, and 
for which it can raise the initial 20 percent participation in the total 
cost. 

Congressional action was initiated in April 1958, when S3651 was 
introduced. In August of that year, the bill was passed and signed, 
entitled the “Small Business Investment Act of 1958.” The Small 
Business Investment Act, among other provisions, authorized the 
Small Business Administration to lend funds to development 
companies, both state and local. 

The state development company was eligible to borrow from SBA 
only after it had borrowed from private sources, and the local 
development company organized at the local level could borrow 
only after local people had put up seed money for construction or 
rehabilitation of plant and equipment for an identifiable small 
business concern. Subsequent amendments eliminated the terminal 
date of the Local Development Company Loan Program, and raised 
the loan limit to $350,000 (from $250,000) and the allowable term 
of a loan to 25 years (from 10 years.) 

As of June 1973, all but three states had enacted legislation 
enabling the formation of State Development Companies, and the 
SBA had made 31 loans in 10 states for a total of $19.7 million. 
Since the inception of State Development Company operations, 
these companies have loaned over $350 million to small businesses. 

From the inception of the SBA’s Local Development Company 
program through June 1973, the Agency had approved 4,702 loans 
for development projects with a total cost of approximately $976 
million. The SBA direct dollar share of these projects is $474 
million, or just under 49 percent of the total. These projects have 
generated 146,020 new employment opportunities and “saved” or 
maintained 75,971 jobs at an average SBA direct dollar per job cost 
of approximately $2,130. 

Statistics maintained during the last two years show that 88 
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percent of these projects have been financed in part by local banks. 
The trend in this direction is upward, as individual bankers 
recognize the importance to the community and to the banks of 
controlled and selective economic growth. Table IV contains com¬ 
parative figures for the last four calendar years and a cumulative 
total covering the life of the program. 

TABLE IV 

DEVELOPMENT COMPANY LOAN (SECTION 502) 
FINANCED PROJECTS APPROVED DURING CALENDAR 

1972 COMPARED WITH THREE PRIOR YEARS AND 
CUMULATIVE TOTALS SINCE INCEPTION 

502 Project Financing 
Calendar Year Cumula¬ 

tive 

1969 1970 1971 1972 
1959- 
1972 

Number of Projects Financed 524 432 583 759 4,327 
Total Project Cost (Million 

Dollars) 114.3 96.5 110.5 164.0 896.0 
Provided By: 
SBA Dollars Loaned to LDC’s 50.6 32.8 41.3 63.1 446.9 
Private Sector Participation: 

Development Company 
Injection 18.2 17.6 15.8 24.8 173.2 

Lending Institutions: 
Guaranteed Loans* 12.2 18.3 22.6 24.1 90.0 
First Mortgage Loans 30.9 26.0 28.5 49.9 158.5 
Immediate Participation 

Loans 2.4 1.8 2.3 2.1 27.4 

Total Private Sector 
Participation 63.7 63.7 69.2 100.9 449.1 

*(Includes an SBA 
Guarantee of) (10.8) (15.7) (19.8) (21.4) (78.9) 

Number of New Businesses 
Assisted 247 202 221 323 1,891 

Number of Plant Expansions 277 230 362 436 2,436 
New Jobs Created 19,340 12,737 13,812 18,583 138,224 
Jobs Saved or Maintained 14,852 9,704 10,832 14,042 68,229 

Total Jobs Created or 
Maintained 34,192 22,441 24,644 32,625 206,453 

Recent Trends And Future 
Developments In SB A Loan Programs 

In mid-1973, there are four major trends in SBA financing which 
affect its future development The first involves the uncertain status 
of the SBA disaster loan program. The Administration has pro¬ 
posed placing all Federal disaster programs under the Department 



of Housing and Urban Development and the strengthening of the 
existing flood insurance program of that Department. On the other 
hand, many bills have been introduced in Congress which would 
change certain aspects of the SBA disaster program, while leaving it 
under the jurisdiction of SBA. Thus, the future of this program is 
highly problematical. 

The second major trend is the developing role of the SBA in 
short-term lending,25 a major departure for the Agency. Beginning in 
January, 1971, the “revocable revolving line of credit program for 
construction contractors” was established. Under this program, later 
expanded to include manufacturing and service industries, SBA 
guarantees a bank loan for a typical maturity of up to one year, but in 
some cases up to 18 months, where an assignable contract is available as 
collateral. Still later, in the fall of 1972, the program was extended, on a 
pilot basis in a few selected cities, to all small firms, with or without an 
assignable contract. The pilot program has been carefully monitored, 
and a decision whether to extend it to other areas will be made in 
October 1973. 

A third major trend is the increasing number of programs 
authorized by the Congress which involve the Agency in loan 
assistance to help small firms in meeting standards set by Federal 
laws. Such assistance began in 1969 with legislation empowering the 
SBA to help small coal mine operators comply with the Coal Mine 
Health and Safety Act. Two further programs were authorized in 
1971; the first gave the SBA authority to make loans to small 
business for the purpose of assisting them in their efforts to comply 
with standards established for the quality of eggs, poultry, and 
meat. The second enabled the SBA to make loans to assist small 
firms in their efforts to comply with occupational safety and health 
standards set by the Department of Labor. Recognizing that these 
compliance programs would undoubtedly be followed by other 
compliance legislation, such as antipollution standards, an omnibus 
bill was introduced in the 92nd and 93rd Congresses which would 
authorize SBA to assist small firms in meeting any type of Federal 
standards. The SBA Administrator testified in favor of such an om¬ 
nibus bill, but as of mid-1973 the legislation had not been passed. 

The fourth major trend is the developing secondary market program. 

In 1971 the Small Business Administration instituted an intensive 
effort to develop new sources of funds to meet the growing 
financial needs of the nation’s millions of small firms. The SBA’s 
capacity to meet the growing demands for financial assistance to 
small business requires that the great majority of the funds must 
come from the private sector. SBA has, therefore, encouraged the 
nations’ commercial banks to increase their participation in the loan 
guaranty plan, and these commercial banks responded with dramat¬ 
ically increased activity. As of 1973 over 90 percent of SBA’s total 
business loan dollars were channeled to small businesses through 
bank support of the loan guaranty plan. 

25 Presently, as previously noted, SBA business loan assistance tends to concentrate 
in term loans, with average maturities of approximately seven years. 
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In 1971 SB A turned its attention to developing a technique that 
would help provide participating lenders with sources of funds or 
“liquidity.” Under this technique, banks may sell the guaranteed 
portions of their SBA guaranteed loans to a “secondary participant” 
and thereby recoup some of the original funds advanced. This 
enables a bank to secure needed liquidity, makes additional funds 
available to the bank for new financings, and increases the 
attractiveness of SBA guaranteed loans. 

Secondary participation investments in the guaranteed portions of 
SBA loans are purchased by institutional investors, insurance 
companies, trust funds, private or state pension and retirement 
funds, large banks, credit unions, saving banks, and others. This 
market offers attractive advantages for these institutional investors. 
The buyer of the guaranteed portion obtains a government-backed, 
low-risk investment with a yield which is often more attractive than 
the return on general market obligations of similar quality. 
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The purpose of this chapter is to explain the important role of 
trade credit, or mercantile credit as it is sometimes called, in the 
financing of small businesses. A definition of trade credit and a 
brief description of its principal forms is followed by a review of its 
importance as a source of funds. An examination of the terms and 
availability of trade credit provides the background for an analysis 
of the economic role of trade credit. Next, the advantages and costs 
of using trade credit are weighed. Because access to trade credit is 
of such vital importance to small business, the concluding section 
sets forth the procedures that a small businessman will find useful 
in monitoring his use of this form of financing. 

Definition 

Trade credit is short-term credit extended by one non-financial 
business firm to another. It originates with the sale of goods and 
services and is provided for the period between the invoice date (or 
the date of delivery or arrival of the goods) 1 and the date payment 
is received by the supplier. “Accounts and notes payable—trade” in 
the current liability section of the purchaser’s balance sheet is the 

1 If goods are shipped for some distance, credit terms may date from arrival of goods 
(AOG) or receipt of goods (ROG). 
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converse of “Accounts and notes receivable—trade” on suppliers’ 
balance sheets.2 When data are aggregated for the economy as a 
whole, receivables and payables will not match at a point in time 
because of a large mail float: . . receivables are recorded before 
buyers have received and recorded amounts payable, and buyers 
write down payables when checks are mailed and before sellers have 
received them.” 3 

Forms 

There are three basic categories of trade credit: open accounts, 
promissory notes, and trade acceptances. In part, their use depends 
upon the customs of the industry, but generally the most common 
type is the open book account. 

Open Account 

The open book account originates when a business firm sends a 
purchase order to its supplier. When the supplier ships the goods 
or provides the services, he enters the amount shown on the invoice 
on his accounts as an account receivable. When the buyer receives 
the invoice, he enters the amount shown as an account payable; he 
may also sign shipping documents for receipt of the goods. The 
open account is evidenced only by these documents and book 
entries; there is no formal acknowledgement of the debt from buyer 
to supplier. It is a distinctive feature of American business that this 
simple system works as well as it does. 

Promissory Note 

As it is customarily used in trade credit, a promissory note is an 
unconditional written promise made by one person to another to 
pay at a specified time a certain sum of money to order or to 
bearer. This formal acknowledgement of trade debt is employed in 
lieu of open accounts in certain lines of business, such as wholesale 
jewelers, milling companies, and dealers in raw and dressed furs. In 
other lines of business the promissory note is used to convert an 
open account into a more formalized type of debt, as well as to 
extend its original maturity. A business firm that is significantly past 
due on an open account may be asked to sign a promissory note 
(which may or may not bear interest) fixing a due date. Typically, 
the note will provide for payment at a specified bank so that the 
debtor must arrange with the bank to meet his obligation. 

2 Besides trade credit, there are many other forms of interbusiness financing. See 
Robert P. Hungate, Interbusiness Financing: Economic Implications for Small Business. 
Washington, D.C.: Small Business Administration, 1962, pp. 4-5. 

3 Flow of Funds Accounts, 1945-1968. Washington, D.C.: Board of Governors of the 
Federal Reserve System, 1970, p. I. 42. 
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TABLE I 

NET ANNUAL INCREASE IN TRADE DEBT, BANK LOANS, 
AND ALL FINANCIAL SOURCES OF FUNDS OF 

NONFINANCIAL BUSINESS, 1960-1973 

(Dollar amounts in billions) 

(1) 

Increase in— Percentage of— 
(2) (3) 

. (4) . 
Financial 

Trade Bank Sources 
Year debt11 loans, n.e.c. b of funds (2)/(3) (2)/(4) 

1960 $ 3.6 $ 2.5 $ 13.8 144% 26% 
1961 5.9 1.4 21.2 421 28 
1962 4.3 3.9 24.7 110 17 
1963 7.7 4.9 28.9 157 27 
1964 6.8 5.5 28.6 124 24 
1965 12.1 12.3 44.8 98 27 
1966 10.1 10.4 44.1 97 23 
1967 9.0 8.0 43.6 113 21 
1968 10.5 11.0 54.6 95 19 
1969 15.2 14.6 64.3 104 24 
1970 4.6 3.4 49 8 135 9 
1971 3.9 6.4 71.3 61 5 
1972 13.4 15.0 85.2 89 16 
1973 
Totals 

23.4 c 56.5 119.3 41 20 

1960-1972 107.1 99.3 574.9 108 19 

a This represents the gross change in trade debt for farm business and nonfi- 
nancial corporate business, but the net change (accounts payable minus accounts 
receivable) for nonfarm noncorporate business. 

b Excludes open market paper, CCC-guaranteed loans and certificates of interest, 
and other loans to individuals. 

c First quarter, seasonally adjusted, at annual rate. Preliminary. 

Source: Division of Research and Statistics, Board of Governors of Federal 
Reserve System, Flow of Funds Accounts, August 1972, May 7, 1973. 

Trade Acceptance 

The trade acceptance is a negotiable instrument drawn by the 
seller on the buyer. The buyer “accepts” the draft by signing the 
face and agreeing to pay on the date specified at the bank he 
designates. The supplier may then obtain funds immediately by 
discounting the trade acceptance at a bank, or he may hold it until 
maturity. Like the promissory note, the trade acceptance is pre¬ 
sented through the buyer’s bank for collection. Although the 
creditor is still unsecured, he thereby has more collection leverage 
than with the more common open account. 

Importance 

Truly reliable figures on the total amount of trade credit as 
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defined above are not available. Latest data from the Federal 
Reserve Board’s flow-of-funds studies show that outstanding trade 
debt totalled over $152 billion at the end of 1971, compared to just 
over $70 billion at the end of 1961.4 This represents a compound 
annual growth rate of about 8 percent. In contrast, outstanding 
commercial, industrial, and agricultural loans of commercial banks 
amounted to $131 billion at the end of 1971,5 and were thus 
relatively less important in the aggregate. As can be seen in Table I, 
the annual growth of bank loans to nonfinancial business concerns 
has outstripped the growth of trade debt only in the past 274 years. 

These aggregate figures conceal wide variations in the extent to 
which business firms rely on trade debt as a source of funds. To 
illustrate, among firms with assets of less than $250,000 trade debt 
as a percentage of total assets ranges from 39.0 percent (manufac¬ 
turers of soap, detergents and cleaning preparations), 29.9 percent 
(wholesalers of floor coverings), and 29.4 percent (retailers of books 
and stationery) to 9.6 percent (meat packers), 12.2 percent (whole¬ 
salers of metal scrap) and 2.5 percent (accounting, auditing and 
bookkeeping services).6 The explanations of these variations will be 
undertaken in the following section. 

Determinants Of Credit Terms And 
Availability 

The availability of trade credit to a small business concern is 
conditioned by a number of factors that are often reflected in the 
credit terms. For example, cash terms (expressed as “net cash,” “net 
10 days,” and “bill-to-bill”) require a debtor to pay his bill within 
seven to ten days. These terms are often faced by small groceries 
buying fresh fruits and produce, meat, and poultry. In contrast, 
under seasonal dating, a university bookstore may be able to order 
books in late spring, take delivery, and not pay for them until the 
end of October. What explains these wide variations in credit terms, 
which in turn lead to an equally wide divergence of use of trade 
credit? 

Nature Of Inventories 

Because trade credit is used initially to finance the acquisition of 
goods and services, there should be a logical relation between 

4 Flow of Funds Accounts: Financial Assets and Liabilities Outstanding, 1945—71. 
Washington, D.C.: Board of Governors of the Federal Reserve System, 1972, pp. 60—61. 
There are severe problems in estimating trade debt, which help to explain some of 
the statistical discrepancies in published data. See Flow of Funds in the United States, 
1939-1953. Washington, D.C.: Board of Governors of the Federal Reserve System, 1955, 
pp. 357-359. 

5 Federal Reserve Bulletin, 59 (January , 1973), p. A 24. 
6 Annual Statement Studies, Philadelphia, Pa.: Robert Morris Associates, 1972. 
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TABLE II 

RELATION OF INVENTORY TURNOVER 
TO PERCENTAGE OF INVENTORY FINANCED 

BY ACCOUNTS PAYABLE BY SMALL RETAILERS/ 1971 

No. of 
Firms 

Median 
Cost of Sales 

Inventory 

Average 
Accounts 
Pavable 

Inventory 

High Turnover 
Dairy products—milk dealers 12 18.6 181.6 
Groceries & meats 59 16.3 49.8 
Restaurants 148 23.6 176.7 
Fuel oil 48 14.9 202.2 
Auto repair shops 
Vending machine operators— 

34 15.1 78.0 

merchandise 23 12.2 111.9 

Low Turnover 
Furniture 185 2.9 38.9 
Jewelry 68 1.4 39.4 
Musical instruments 60 2.4 34.4 
Men’s & boys’ clothing 145 2.6 39.5 
Shoes 90 2.2 30.0 
Books & stationery 24 2.4 51.9 

a Assets under $250,000. 

Source: Annual Statement Studies. Philadelphia, Pa.: Robert Morris Associates, 
1972. 

characteristics of inventories and credit terms and availability. Thus 
service organizations, such as accounting and bookkeeping firms, 
rely on trade credit to only a minor extent because they have little 
in the way of inventories. It is not true, however, that firms whose 
inventories make up a large proportion of their assets rely heavily 
on trade debt. For example, retailers of new and used automobiles 
reported that inventories amounted to about 60 percent of their 
assets in 1971, but trade debt was just under 7 percent of assets.7 It 
is not only the size of inventories that affects the terms and extent 
of use of trade debt, but it is also the turnover of inventory. 

Inventories characterized by a high turnover are associated with 
very short credit terms (e.g., cash terms). Wholesalers serving 
grocery stores often sell on cash terms, knowing that the inventory 
financed will be, or should be, on the shelves only a short time. If 
firms buying on these short terms can turn their inventories over in 
an even shorter period, they will be able to finance part of their 
other assets through trade payables. This is evident for some of the 
retail groups in the upper portion of Table II. In contrast, small 

7 Ibid., p. 115. The data are drawn from the financial statements of 235 firms with 
assets under $250,000 and with statements ended on or about June 30, 1971, and on 
or about December 31, 1971. 
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businesses with low inventory turnovers will typically be unable to 
obtain trade credit terms consistent with their slower turnover, as 
shown in the lower portion of Table II. Hence, they must finance a 
significant portion of their inventories with other sources of funds. 
Automobile dealers, for example, rely heavily on bank loans because 
manufacturers require payment more rapidly on average than cars 
are sold. 

Relative Financial Strength Of Buyer And Seller 

From a financial point of view the seller of a product would like 
to buy his goods and services on very long trade terms, but be paid 
in cash for his finished goods and services. However, what may be a 
desirable financial arrangement must be tempered by the need to 
maintain adequate sources of supply and by the desire to move 
products through the channels of distribution to the ultimate 
consumer. For these reasons a large and financially strong corpora¬ 
tion may use its financial position to support its suppliers and to 
assist its buyers in carrying inventories for ultimate resale. It is in 
this latter role that trade credit arises as a compromise between 
sound credit policy and aggressive selling. 

The necessity of maintaining channels of distribution is particu¬ 
larly significant to small business firms, since they are often the 
beneficiaries of the greater financial strength of their large sup¬ 
pliers. As a result, small companies generally make a relatively 
greater use of trade credit than do large concerns. To illustrate, if 
manufacturing concerns are grouped by size of total assets as of the 
end of the first quarter, 1973, trade credit as a percentage of total 
assets is significantly lower, the larger the firm.8 

Trade Credit as Percentage 

Asset Size of Total Assets 

Less than $1 million 17.5 
$1 million to $5 million 15.1 
$5 million to $10 million 12.0 
$10 million to $25 million 10.6 
$25 million to $50 million 9.4 
$50 million to $100 million 8.2 
$100 million to $250 million 8.0 
$250 million to $1,000 million 7.2 
$1,000 million and over' 7.2 

Variations in reliance on trade credit are not entirely dependent 
upon size of firm. For example, tobacco manufacturers make 
relatively little use of trade credit, but they are also likely to be very 
large companies. Therefore, one cannot judge from these data 

8 Federal Trade Commission, Quarterly Financial Report for Manufacturing Corporations 

(First quarter, 1973), pp. 29-33. 
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TABLE III 

TRADE DEBT AS PERCENTAGE OF TOTAL ASSETS 
BY INDUSTRY AND SIZE OF FIRM, 1971 

$250M& $1MM& $10MM& 
Under Less than Less than Less than 
$250M $1MM $10MM $25 MM All Sizes 

Manufacturers of— 
Industrial chemicals — 15.3 15.0 9.5 12.5 
Paint, varnish & lacquer 25.6 16.9 12.1 — 11.5 
Meat packing 
Electronic components & 

9.6 18.2 13.5 12.6 13.4 

accessories 
General industrial 

18.3 16.8 11.8 9.6 10.9 

machinery 12.0 17.8 11.6 9.6 10.6 
Special dies & tools 12.4 8.5 8.2 — 8.4 

Wholesalers of— 
Automotive equipment 
Electrical supplies & 

24.8 26.7 25.9 — 25.1 

apparatus 26.9 26.5 27.0 — 26.7 
Radios, refrigerators, etc. 26.4 32.9 30.1 — 30.8 
General groceries 18.1 19.9 25.9 28.7 26.3 
Wine, liquor and beer 13.9 20.8 36.0 30.3 32.1 
Hardware and paints 24.7 21.7 16.9 23.2 19.5 

Retailers of— 
Women’s ready-to-wear 
Office supplies & equip¬ 

17.5 20.0 19.2 — 18.5 

ment 18.8 16.1 15.6 — 16.3 
Building materials 21.9 18.0 13.8 — 15.0 
Hardware 16.4 17.7 18.4 — 17.3 
Department stores 10.6 15.0 14.9 17.4 16.1 
Groceries & meats 16.6 17.9 23.5 22.7 22.5 

Source: Annual Statement Studies. Philadelphia, Pa: Robert Morris Associates, 
1972. At least 100 statements were available for each sector. 

vhether it is the nature of the industry or size of firm that has the 
greater influence on trade credit dependence. 

Examination of Table III shows a much more varied pattern in 
he use of trade credit when firms are categorized according to 
lature of business and size. If there is any discernable pattern, it is 
hat small firms in high risk industries find trade credit more 
difficult to obtain. Possible candidates for this classification are 
wholesalers of wine, liquor and beer; department stores; and 
retailers of women’s ready-to-wear and of groceries and meats. This 
evidence suggests that small companies in these lines of business 
need to be especially concerned to maintain a financial picture that 
will attract adequate trade credit. In other lines of business 
(manufacturers of paint, varnish and lacquer; manufacturers of 
electronic components and accessories; wholesalers of hardware and 
paints; and retailers of building materials), small firms place heavier 
reliance on trade credit than their larger competitors. 
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Economic Role 

The accounts receivable portfolio of a large manufacturer typi¬ 
cally provides a considerable risk diversification. Even if the firm 
makes only one product—a rather unusual situation—the resulting 
systematic risk is balanced to some extent by the product and 
geographical diversification of its customers. Given the diversified 
portfolio that has resulted from extending trade credit, these firms 
are able to obtain funds from money and capital markets under 
more favorable terms than if their assets were less diversified. In a 
competitive market some portion of these advantages are passed on 
to the users of trade credit. 

The role of trade credit over the business cycle is unsettled, in 
part because of the problems of obtaining accurate data on trade 
debt outstanding and the flows of credit among firms of different 
size and in various lines of activity. Seiden concluded that “trade 
credit quality . . . improves in business contractions and deterio¬ 
rates in expansions.” 9 Seiden defined trade credit quality in terms 
of four measures: current ratio, quick ratio, worth-to-debt ratio, 
and working capital ratio. Using these indicators of the quality of 
trade credit, he concluded that “. . . credit quality is at its lowest at 
or near the peak of business activity, when the degree of indebted¬ 
ness is highest, and at its height at or near the trough of business 
activity, when the degree of business indebtedness is lowest.” 10 On 
this basis it can be argued that the efforts to restore credit quality 
tend to reinforce the decline following the boom, while the 
improved quality of potential users of trade credit, coupled with the 
desire at all levels to expand sales, provides a significant assist in 
recovery during periods of recession. (On a more somber note, 
Seiden does observe a long-term decline in the quality of trade 
credit between 1947 and 1957.) * 11 

If one combines Seiden’s finding with those of two other more 
recent studies, the scenario of trade credit over the rise and fall of 
the business cycle appears to be something like the following. As the 
boom progresses and monetary policy tightens, large firms tend to 
reduce their liquidity by drawing down cash balances; with respect 
to external funds they may also be favored over small companies in 
the credit rationing process. To some extent the funds squeezed 
from liquidation of cash and near-cash securities and from external 
sources are redistributed to small firms, thereby shielding them 
from the full impact of the tight money policy.12 However, as the 
boom progresses, these non-financial “lenders” become more selec¬ 
tive in providing credit for three reasons. First, they reach a point 
where reduced sales are preferred to further reductions in their 

9 Martin H. Seiden, The Quality of Trade Credit. (New York: National Bureau of Economic 
Research, 1964), p. 95. 

10 Ibid., p. 95. 
11 Ibid., pp. 93-95. 

12 Allan H. Meltzer, “Mercantile Credit, Monetary Policy, and Size of Firms,” Review 

of Economics and Statistics, 42 (1960), pp. 429—437. 
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liquidity. Second, they react to the rising cost of financing their 
investment in accounts receivable. Third, they become increasingly 
aware of the diminished financial standing of their own customers. 
Thus, near the peak of the boom one finds that there may not be a 
significant increase in net trade credit (receivables minus payables), 
but more of a redistribution of available trade credit from those 
firms who have available funds to those customers who are most 
deserving in terms of their sales potential and ability to meet their 
trade obligations.13 Squeezed out of the trade credit market during 
the period of tight money are the firms, usually small, that have not 
been well-managed financially. Typically, these are firms that have 
been so carried away by rising sales that they have failed to 
anticipate needs for funds to finance expanded investments in 
receivables, inventories, and possibly plant and equipment. Thus 
inattention to financial management in a period of expansion 
provides the basis for disaster at the peak and beyond. Since trade 
credit is generally more available than other forms of credit, a firm 
that loses access to ready trade credit is unlikely to survive. 

Reasons for use 

Availability 

Probably the chief advantage of trade credit to the small business 
is its ready availability. Trade credit is in the nature of a selling or 
advertising expense to the supplier, and in general the greater the 
contribution of net profits of each added dollar of credit sales, the 
more lenient will be the credit grantor. Because cash lenders, such 
as commercial banks, operate on slimmer margins, they are 
necessarily more selective in providing credit. This is attested to by 
the more rapid expansion of trade debt than bank loans, except for 
the past 2V4 years (Table I). 

Flexibility 

The other main advantage of trade credit is its flexibility. Except 
in the few industries where promissory notes and trade acceptances 
are used, there is no need to negotiate each extension of credit 
needed; only a purchase order is required. Although a credit seller 
will have informal credit limits for each of his customers, this is 
more to initiate operation of the exception principle than to form 
an absolute upper limit on credit extensions. Thus, if a purchase 
order violates the credit limit, the supplier will re-examine the 
credit standing of his customer and, barring unfavorable signs, ship 
as requested. 

13 “There is no strong evidence to support the hypothesis that the tightening of mone¬ 
tary policy will lead to an increase in net trade credit. . .” M. I. Nadiri, “The Determinants 
of Trade Credit in the U.S. Total Manufacturing Sector,” Econometrica, 37 (1969), p. 
420. 
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Costs 

There are several types of costs borne by the user of trade credit. 
First, some costs are buried in the cash price of the goods 
purchased. Consider a small business firm buying on terms of “net 
30.” These terms mean that he should pay within 30 days of the 
date of the invoice and that the price paid will be the same whether 
he pays early or late. But the credit grantor incurs a number of 
costs in providing this credit: the cost of the credit investigation; the 
opportunity cost of the funds invested in the receivables from date 
of invoice to date of payment; the cost of bad debts that will be 
written off; and the cost of collection. Just as the cost of the raw 
materials and labor are included in the purchase price, so does the 
credit user pay for the cost of the credit service in the purchase 
price. Since the only way the purchaser could avoid this cost would 
be to find a supplier willing to sell for cash, the implicit cost buried 
in the price of the goods is generally not relevant for decision¬ 
making purposes by the purchaser. Because it typically costs 
nothing extra to use this credit; its marginal cost is zero, and it is 
obviously preferable to other forms of credit. 

Now consider a small business firm buying on terms of 2 percent/ 
10, net 30. These terms mean that if the buyer pays within 10 days 
of the invoice date, he may deduct 2 percent from the face of the 
invoice; otherwise he should pay within 30 days. Under these terms 
the purchaser is offered “free” credit for the first 10 days, but then 
must pay 2 percent to use the credit for an additional 20 days, that 
is, from the 10th to the 30th day. To compare the cost of trade 
credit with the cost of other sources of credit, the small businessman 
must be able to annualize the rate of charge he faces. Assume that 
the face of the invoice is $1,000. Under the credit terms available he 
is entitled to pay $980 (that is $1000 less 2 percent x $1,000) if he 
pays within 10 days. Failing that, he should pay $980 plus an extra 
$20 (the lost cash discount), or $1,000 by the 30th day. Thus he is 
paying $20 (2 percent of invoice) to borrow $980 (98 percent of 
invoice) for 20 days (due date-discount period). Since the 20-day 
rate is 2/98, he can determine the annual rate by multiplying that 
fraction by 365/20; that is 

Annual rate =2/98x365/20=.3724, or 37.24 percent 
In more general terms: 

Percentage Cash discount percent 365 

cost (100— cash discount percent) (Due date — discount period) 

Other cash discount arrangements and their equivalent annual 
percentage rates are shown below: 

Terms Annual percentage rates 

2/10, n/60 
5/10, n/30 
1/10, n/30 
1/10, n/60 

14.90% 
96.05% 
18.43% 
7.37% 
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CHART I 

Effective annual rates of charge for various payment 
dates under credit terms of 2%/10 days, net 30 

ANNUAL 
PERCENTAGE 

RATE 

DAYS FROM INVOICE DATE 

Faced with a particular set of credit terms, the financial manager 
should compare the equivalent annual percentage with that charged 
by other sources, particularly loans from commercial banks and 
from commercial finance companies and factors. 
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Still another alternative open to the small businessman is to 
postpone payment beyond the due date. For example, if he 
purchased under terms of 2/10, n/30, but delayed payment until the 
60th day, the effective annual percentage rate would drop from 
37.24 percent to 14.90 percent (see the First line in the text-table 
above). The effective rates for various delays in meeting the terms 
of 2/10, n/30 are shown in Chart I. Although the direct cost (the 
solid line) declines as payment is delayed, there is an additional 
implicit cost involved (the dashed line). Users of trade credit should 
recognize that their payment habits become a matter of record 
through the interchange of information by such agencies as Dun 
and Bradstreet and the National Association of Credit Management. 
Consequently, failure to pay when due jeopardizes the availability of 
trade credit, as well as bank loans and credit from finance 
companies. As indicated in the discussion of the availability of trade 
credit in tight money, the customer who pays in 120 days under 
terms of 2/10, net 30 may be among the first to be denied credit as 
the peak of the boom approaches. Under these circumstances, a 
record of having failed to meet credit obligations could be very 
costly 'indeed. 

One other point should also be evident in Chart I. It is also very 
costly to pay prior to the due date, once the cash discount has been 
missed. Because a Firm is paying 2 percent for five days of credit, 
payment on the 15th day, rather than the 10th day results in an 
effective annual rate of almost 149 percent. 

Monitoring Accounts Payable 

Because trade credit is the only form of credit almost universally 
available to a small business, it is particularly important to monitor 
its use in order not to jeopardize its future cost and availability.14 

One of the most effective means of alerting management to 
delays in paying trade accounts is to establish accounting records to 
show purchase discounts, i.e., cash discounts, missed. There are two 
possible methods of treating purchase discounts. On the one hand, 
purchases could be recorded at the face value of the invoice; for 
example, $1,000 in the illustration above. If payment is made prior 
to the 10th day, the purchase discount of $20 is shown as income 
from purchase discounts under the general heading on the income 
statement: “Other income.” This approach assumes that the supplier 
planned to sell the goods at $1,000, but gave the buyer $20 of 
income for early payment. If payment is not made by the 10th day, 

14 Obviously, the cost and availability of trade credit will depend heavily on the effective 

management of other sources of funds and investment of those funds in current and 
fixed assets. See Jack Zwick, A Handbook of Small Business Finance. Washington, D.C.: 
Small Business Administration, 1965. This discussion is limited to control or monitoring 
devices that management can employ to test whether there has been an undue expansion 
of accounts and notes payable to the trade. 
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no further accounting entries are made with respect to the lost cash 
discount. 

On the other hand, the purchase could be recorded at $980. If 
payment of $980 is made by the 10th day, no further entry is 
recorded with respect to the purchase discount. But, if the discount 
is missed, the accounting entry to record payment of $1,000 will 
also show what is essentially a finance charge under a heading such 
as “Purchase discounts missed.” The theory underlying this ap¬ 
proach is that the seller intends to sell at $980 and that failure to 
pay promptly results in an added finance charge. This method 
probably is sounder theoretically, and it has the significant advan¬ 
tage from management’s standpoint of highlighting a failure to pay 
promptly. When the cost of trade credit is 37 percent, the target for 
purchase discounts missed is $0; anything above that level signals 
needed attention to working capital management. 

Various methods are used and recommended to evaluate changes 
in the level of accounts payable:15 

(1) Accounts payable as percentage of recent or annual pur¬ 
chases; that is: 

Accounts payable 
Annual purchases 

(2) Turnover of payables. This is merely the reciprocal in some 
form of the previous ratio. Instead of year-end accounts 
payable, one could use an average of accounts payable over 
a year or some other time period: 

_Annual purchases_ 
Average or year-end accounts payable 

(3) Days’ purchases outstanding. This is merely another version 
of the first ratio. The percentage is applied to the number of 
days in the year to determine how many days’ worth of 
purchases are represented in the outstanding accounts 
payable: 

Accounts payable 
Annual purchases X J 

(4) Finally, the payables outstanding may be aged; that is, the 
amounts that are current, past due 0-30 days, 30 to 60 days, 

15 Pearson Hunt, C. M. Williams, G. Donaldson, Basic Business Finance, Homewood, 
Ill: Richard D. Irwin, Inc., 1971, p. 206. 
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TABLE IV 

AT END OF QUARTER 
ACCOUNTS PAYABLE AS PERCENTAGE 

OF QUARTERLY PURCHASES 

Percentage 
Purchases Payables Accounts outstanding 

during outstanding payable -i- Acct. 
Month month end of qtr. Qtr. purchases pay./Sales 

January 60 $ 6 10% 
February 60 24 40 
March 60 36 90 

66 36.7% 

April 30 3 
* 

10% 
May 60 24 40 
June 90 81 90 

108 60.0% 

July 90 9 10% 
August 60 24 40 
September 30 27 90 

60 33.3% 

and so on are shown as percentages of total accounts 
payable. The result may appear somewhat as shown below: 

Status Amounts Percentage 

Current $40,000 50% 
0-30 days past due 24,000 30 
30-60 days past due 12,000 15 
Over 60 days past due 4,000 5 

$80,000 100% 

The inadequacy of relating accounts payable to purchases for 
some previous period, or any of the two variations of this basic 
calculation, may be seen by examination of Table IV.16 The 
customary analysis shows accounts payable ranging from 33.3 
percent to 60.0 percent of quarterly purchases—thereby suggesting 
a notable deterioration in payments on receivables from the first to 

The analysis is equally applicable to monitoring accounts receivable. For a more 
complete presentation see W. G. Lewellen and Robert W. Johnson, “Better Way to 
Monitor Accounts Receivable,” Harvard Business Review, 50 (1972), PP. 101-109. 



the second quarter and then a strong improvement. Equally wide 
swings in signals to management would be provided by either of the 
two derivatives of the ratio of payables to purchases. 

In fact, there has been no change in control of accounts payable. 
At the end of each quarter there are outstanding: 90 percent of the 
current month’s purchases, 40 percent of the previous month’s 
purchases, and 10 percent of the next-preceding month’s purchases. 
These figures are shown in the last column of Table IV. As with 
ratios based on payables to purchases, the suggested aging of 
accounts payable also gives false signals, except that the signs are 
reversed. If the aging schedule is used, there appears to be an 
improvement in the currency of accounts payable from the first to 
the second quarter and then a deterioration by the end of the third 
quarter. 

End of Quarter 

I II III 
Current 54.5% 75.0% 45.0% 
0-30 days past due 36.4 22.2 40.0 
30-60 days past due 9.1 2.8 15.0 

< 

100% 100% 100% 

Table IV depicts a payables situation that is in control; that is, 
payables are equally current at the end of each of the three 
quarters. The apparent variations in the ratio of payables to 
purchases and in the aging schedules is produced by month-to- 
month variations in purchases and not because of improvement or 
laxity in meeting trade debts. A system that sends false signals when 
a system is in control can just as easily fail to provide a warning 
when a system is out of control. 

To avoid the problems inherent in the traditional procedures for 
monitoring accounts payable (and accounts receivable) it is prefera¬ 
ble to classify the accounts payable according to the month in which 
the originating purchase was made. Consider the $108 of accounts 
payable outstanding at the end of the second quarter. Of this total, 
$81 represents purchases made in June; $24, purchases in May; and 
$3, purchases in April. Taking each of these amounts as a 
percentage of the purchases of the corresponding month, we 
observe that there is still unpaid: 10 percent of April’s purchases, 
40 percent of May’s purchases, and 90 percent of June’s purchases. 
Such data may be prepared monthly; the quarterly data are used in 
Table IV only for ease of explanation. 
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I 

Summary 

Because it is so readily available and flexible, trade credit is often 
taken for granted, or even ignored, as a source of funds. Yet it 
turns out to be the most important source of credit to business 
firms, especially for small businesses. Although it is more important 
than commercial bank credit in dollar terms, it probably has less 
influence on the business cycle. Trade credit is a product of the sale 
of goods and services, and variations in its use are more a result of 
the cycle than a cause. Nonetheless, there is evidence that variations 
in the quality of trade credit and the consequent efforts to remedy 
deterioration in quality do influence cyclical fluctuations. This is of 
particular concern to small businesses, since they are the firms most 
likely to be squeezed from the market by the process of raising 
quality. 

If properly used, trade credit is one of the cheapest sources 
available to a small business firm. Under the most common terms in 
the market (2/10, net 30) a small businessman cannot afford to miss 
cash discounts. It will almost always be less costly to borrow 
elsewhere in order to pay within a discount period. Once a cash 
discount has been missed, payment should be made on (or rather 
soon after) the due date to avoid the intangible costs associated with 
a tarnished credit reputation.17 

Finally, because trade credit is such a vital source of funds to a 
small business, it is important to monitor its use properly. Account¬ 
ing records should be established to flag cash discounts missed, and 
to relate outstanding accounts payable to the months in which the 
represented purchases originated. By controlling his use of trade 
credit, the small businessman will find it one of his most productive 
sources of funds. 

17 The importance of the due date varies with the line of business. In some industries 
payment may not be expected until 60 days after date of invoice, even though the 
“official” due date is 30 days. 
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Company Lending 
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Among financial institutions, life insurance companies appear to be a 
major supplier of long-term funds to companies with lower credit 
ratings, a group which includes most small businesses. In absolute 
terms, however, insurance company lending to small businesses ap¬ 
pears to be quite limited. This report provides some evidence to docu¬ 
ment this observation and discusses the reasons why life insurance 
companies have not been more active lenders to small businesses. 

Historically, attempts to study the financing of small businesses 
have been thwarted by the paucity of data on their balance sheets 
and income statements. The current state of such information is still 
inadequate. Anyone attempting to explain this area of finance is 
constrained to draw inferences from fragmentary data, from 
interviews with representatives of lending institutions and from a 
variety of other sources, which hardly sum to a body of firm data 
and conclusions. 

The paper first discusses life insurance company lending to small 
business in the corporate bond and mortgage markets. Next, the 
role of special vehicles and programs in increasing the supply of 
insurance company funds to small businesses is examined. The 
paper concludes by suggesting some things small businesses can do 
to enhance their chances of obtaining long-term financing from life 
insurance companies. 
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Life Insurance Company Lending To 
Small Businesses In The Corporate 
Bond Market 

Because of steady and predictable cash flows, life insurance 
companies have experienced little need for marketability in their 
corporate bond portfolios. As a result, they have acquired most of 
their corporate bonds in the private placement market. In the 
private market, issues are sold directly to a limited number of 
lenders who intend to hold them to maturity and, hence, are 
virtually nonmarketable. In addition, the major life insurance 
companies are experienced in negotiating issues with provisions 
tailored to the needs of individual borrowers. Issues requiring the 
tailoring of terms and provisions are sold by companies with poorer 
credit ratings, a group which includes most small companies. In 
interviews, however, insurance company investment officers indi¬ 
cated that they have not been particularly active lenders to small 
businesses. 

In response to this comment, the study attempted to answer three 
questions: 

(1) What programs have life insurance companies undertaken in 
lending to small businesses? 

(2) Have life insurance companies in fact rejected a larger 
fraction of the loan requests of small borrowers than larger 
borrowers? 

(3) Why have life insurance companies not been more active 
lenders to small businesses? 

Little data could be obtained to answer the first two questions. 
Insurance company officers, however, suggested a number of 
reasons why they were not active lenders to small businesses in the 
corporate bond market. 

Small Business Lending Programs of 
Life Insurance Companies 

Most of the life insurance companies interviewed attempted to 
establish small business lending programs but achieved only limited 
success. As reported in the Federal Reserve’s 1958 study of small 
business financing, the Metropolitan Life Insurance Company 
established a small business loan program in 1950 through joint 
lending ventures with commercial banks.1 The program was de- 

1 The Federal Reserve System, Financing Small Business, Report to the Committees 
on Banking and Currency and the Select Committees on Small Business, U.S. Congress, 
85th Congress, 2nd Session, April 11,1958: Washington, D.C., U.S. Government Printing 
Office, 1958, p. 522. 
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signed to have commercial banks initiate loan requests up to $300 
thousand with maturities of 3 to 10 years and to provide a 
minimum of 10 percent of the amount of a loan if it was approved 
by Metropolitan. In the first 8 years of the program, Metropolitan 
received 228 loan applications totaling $28 million, and approved 
86 totaling $12 million. In view of the fact that Metropolitan 
contacted 6000 banks about the program, the number of requests 
was quite small. As noted in the Federal Reserve’s report, the 
limited response was in part attributable to bankers’ desire to obtain 
insurance company financing only for higher risk loans.2 Metropoli¬ 
tan’s experience with this program has not been substantially 
different since 1958. 

In the 1960’s a major insurance company initiated a small 
business loan program where the loan requests were to be initiated 
by the company’s insurance salesmen. These salesmen, who sold 
group insurance policies to small businesses, were presumably in a 
position to determine if their customers required long-term financ¬ 
ing. Of the 300 loan requests generated in this experimental 
program, only three were of sufficient investment quality to merit 
consideration by the company, and only one was eventually 
approved. An investment officer attributed the low acceptance rate 
to the fact that while their salesmen were skilled in selling 
insurance, they did not have the requisite training and backgrounds 
to properly evaluate the feasibility of the loan requests of their 
customers. 

The only successful small business lending program was started 
by the Prudential Insurance Company in 1956. Prudential created a 
separate department, the Commercial and Industrial Loan (C&I) 
Department, to make small business loans. A large part of Pruden¬ 
tial’s success stemmed from two factors. On the one hand, the 
company trained their own personnel for the specific purpose of 
locating and making small business loans. These people were 
responsible for negotiating the terms and provisions of the loan 
agreement and maintaining contact with the borrower once a loan 
was approved. On the other hand, Prudential is organized around a 
regional network of home offices. The personnel in the C&I 
Department were assigned to these 9 regional offices and to 6 other 
offices which the C&I Department opened. This enabled the 
investment people to maintain closer contact with both their 
potential and actual customers. 

The composition of Prudential’s corporate bond portfolio (includ¬ 
ing C&I loans) by borrowers and asset size category on December 
31, 1972 is shown in Table I. The number of loans to companies 
with less than $1 million of assets represented 4.0 percent of the 
number of outstanding loans while loans to companies with less 
than $5 million of assets accounted for 27.5 percent of the number 
of outstanding loans. Within the manufacturing sector, the number 
of loans to companies with less than $1 million of assets represented 
3.3 percent while the number of loans to companies with less than 

2 Ibid., p. 521. 
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TABLE II 

LONG-TERM DEBT OF MANUFACTURING COMPANIES 

December 31, 1972 

(In Millions of Dollars) 

Asset Size Category Amount 

< SI Million 3,162 
SI-5 Million 3,936 

S5-10 Million 1,186 
SI0-25 Million 2,076 

S25-100 Million 6,326 
> SI00 Million 75,594 

Total 92,280 

Source: Federal Trade Commission, Quarterly Finar.cial Report For Manufac¬ 
turing Corporations, Fourth Quarter, 1972. 

$5 million of assets represented 32.7 percent of all loans to this 
sector. 

A comparison of Prudential’s lending to manufacturing compa¬ 
nies with the long-term debt outstanding of these companies reveals 
the important role which Prudential has played in providing funds 
to intermediate size companies. The long-term debt of manufactur¬ 
ing companies by asset size category on December 31, 1972, is 
shown in Table II. These figures exclude bank loans due in more 
than one year and hence, are composed chiefly of corporate bonds 
and mortgages. Prudential’s corporate bond department provided .9 
percent of the long-term debt of companies with less than $1 
million of assets and 4.1 percent of the long-term debt of companies 
with $1-5 million of assets. The department provided 19.5 percent 
of the long-term debt of companies with $5-10 million of assets, 
20.1 percent of the long-term debt of companies with $10-100 
million of assets, but only 6.7 percent of the long-term debt of 
companies with more than $100 million of assets. These figures do 
not include Prudential’s mortgage loans to these companies. Since 
small companies usually have somewhat poorer credit ratings than 
larger companies, they probably have relied more heavily on 
mortgages to obtain long-term financing. Consequently, Prudential’s 
overall role in providing long-term funds to small businesses is 
undoubtedly greater than the above percentages indicate. 

In summary, Prudential has been quite active in extending long¬ 
term financing to small businesses with respect to the number of 
loans made, but the company has played a much more important 
role in providing long-term funds to intermediate-size companies in 
terms of the volume of financing. Comparable data is not available 
for other life insurance companies. In view of Prudential’s efforts to 
provide long-term funds to small businesses, it seems likely that the 
fraction of unsecured loans extended to small businesses is lower 
for the insurance industry as a whole. 
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The Loan Application-Approval 
Experience of Life Insurance 
Companies 

Attempts to quantify life insurance company loan application- 
approval experience by size of borrower proved as difficult as 
obtaining data on the composition of insurance companies’ corpo¬ 
rate bond portfolios. All of the investment officers interviewed 
indicated that the number of inquiries they received far outnum¬ 
bered the number of requests that reached the application stage. 
Without exception, most of these inquiries were received from small 
companies. Inquiries were frequently made simply to determine 
whether an insurance company loaned to small businesses on an 
unsecured basis. In some instances the borrower had not yet 
decided whether or not it needed long-term funds. In most cases, 
however, when a loan request stopped at the inquiry stage, 
investment officers indicated that the loan clearly exceeded the 
insurance company’s maximum level of acceptable risks or involved 
a lending situation which was outside the scope of the company’s 
investment activities. 

In contrast, larger companies, who rely on investment bankers to 
distribute their issues, are in a position to have their loan requests 
considered formally by insurance companies before they contact 
them. Moreover, agents contact only those insurance companies 
which might be interested in these loans. As a result, application- 
approval data understate the requests of small businesses to the 
extent that a larger fraction of these requests do not reach the 
application stage. 

The data which are available on the application-approval experi¬ 
ences of life insurance companies suggest that these companies have 
approved a smaller percentage of the requests of small businesses 
which reached the application stage. One insurance company, for 
example, processed about 325 applications during 1972. Of these, 
none were received from manufacturing companies with less than 
$1 million of assets, about 10 were received from companies with 
$1-5 million of assets, and another 20 were received from 
companies with $5-10 million of assets. An investment officer 
estimated that about 3, or roughly 10 percent, of these 30 requests 
were approved. In comparison, 88 or 27 percent of all loan 
applications processed during 1972 were approved.3 

Of the loan requests a second major life insurance company 
processed during 1972, 93 percent were received from companies 
with more than $10 million of assets, 4 percent from companies 
with $5-10 million of assets, 2 percent from companies with $1-5 
million of assets and the remaining 1 percent from companies with 

! I he company also received a substantial number of applications from companies 
in the wholesale, retail and service industries, but only a few of these qualified as a 
small business under the SBA’s definitions. 
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less than $1 million of assets. This company approved 63 percent of 
the requests of companies with more than $10 million of assets and 
29 percent of the requests of companies with less than $10 million 
of assets. 

Reasons for Life Insurance 
Companies’ Lack of Interest in Small 
Business Loans 

When asked why they were not more active lenders to small 
businesses, insurance company officers invariably replied that the 
risks of such loans exceeded the maximum risks which were 
acceptable to their companies. Of course, the risks associated with a 
small business loan usually are greater than those of large business 
loans quite independently of the financial strength of small 
businesses. This is because small businesses typically produce one or 
two products and are managed by very few people. Consequently, 
they are exposed to the dual risks of product and personnel 
specialization which usually are not present in larger concerns. 
Moreover, owners of small businesses are often unwilling to raise 
additional equity, and attempt to finance long-term needs solely 
with debt. In these instances, the pro-forma debt/equity ratios are 
clearly higher than the maximum ratios acceptable to life insurance 
companies. 

As one investment officer observed, however, excessive risk was a 
“catch-all” explanation for a variety of other factors which influence 
insurance companies’ small business lending activities. When invest¬ 
ment officers were questioned further concerning their lack of 
interest in small business loans, the pattern of responses which 
emerged indicated that given the higher risks attached to small 
business loans, the interest rates which life insurance companies 
believed they could charge did not adequately compensate them for 
the costs of making such loans. Investment officers agreed that the 
administrative costs of lending to small businesses were substantially 
higher than the costs of lending to larger companies. Small 
businesses often did not maintain adequate financial records, and 
these had to be constructed in evaluating a request. In addition, the 
negotiation process invariably consumed more time and effort, 
partly because the provisions of the issue had to be tailored to the 
particular needs of the small borrower, but more importantly 
because the small borrower was unfamiliar with the negotiation 
process. 

Some officers indicated that borrowers frequently were unwilling 
to pay an interest rate which would have provided an acceptable 
return to the lender with the origination costs taken into account. 
More often, however, they believed that small companies did not 
possess the financial strength to cover such costs through interest 
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payments. A rate acceptable to the lender would have placed an 
undue burden on a small business and perhaps jeopardized its 
financial solvency. In these instances, the insurance company 
preferred to reject the loan requests of small businesses rather than 
demand an unrealistically high rate. 

Other reasons for rejecting the loan requests of small businesses 
were mentioned less frequently by investment officers. Some 
observed that while the terms and provisions of small business loans 
were not unduly restrictive or unrealistic, borrowers often were 
deterred simply because they had to operate within certain con¬ 
straints for the first time. As one officer noted, “the loan agree¬ 
ment, which can exceed 20 pages, has frequently served as a 
psychological barrier to many potential borrowers who have never 
undertaken long-term financing.” 

Life Insurance Company Lending To 
Small Businesses in the Mortgage 
Market. 

Mortgage financing should serve as a more easily obtainable 
source of long-term funds for small businesses than corporate 
bonds. This is because the security provided by a mortgage against 
real property can reduce the riskiness of a loan from levels which 
are otherwise unacceptable on an unsecured basis. This, indeed, 
appears to have been the case, as reported in the Federal Reserve’s 
1958 study. In 1956, for example, 76.4 percent of the number and 
32.5 percent of the amount of mortgage loans of life insurance 
companies were made to borrowers with less than $1 million of 
assets. In contrast, only 2.0 percent of the number and 0.2 percent 
of the amount of bond investment went to business with less than 
$1 million of assets.4 

The financing requirements of small businesses frequently are 
reduced, however, because they choose to rent or lease their 
property rather than own it. Thus, it is incorrect to assume that 
mortgages are more accessible as a long-term source of financing 
than corporate bonds insofar as the majority of small businesses 
have no real property to mortgage. Real estate investment officers 
noted in interviews that a relatively small percentage of mortgage 
financings involved companies which had property available to 
secure a loan which would be unacceptable on an unsecured basis. 

Unfortunately, data on life insurance company mortgage financ¬ 
ing by borrower size is not available. Thus, it is not possible to 
estimate the role which life insurance company mortgage financing 
currently plays in providing long-term funds to small businesses. It 
should be noted in conclusion, however, that a substantial volume 
of indirect financing to small businesses by life insurance companies 

4 Federal Reserve System, op. cit., pp. 516-517. 
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has occurred. This is because small businesses frequently lease or 
rent their offices, plants, and stores, which are financed through 
mortgages with insurance companies which have been granted to 
others. 

Other Small Business Lending 
Activities of Life Insurance 
Companies 

Along with the traditional forms of long-term financing in the 
corporate bond and mortgage markets, there are a number of 
special vehicles and programs by which life insurance companies 
can provide funds to small businesses. These include the “Basket 
Clause” of the New York State Insurance Law, issues with equity 
options, the use of policy loans for business financing, venture 
capital investment programs and the Urban Investment Program. 
These are discussed in turn. 

The Basket Clause 

The basket clause allows life insurance companies to invest 372 
percent of their assets in securities which do not meet the 
requirements of the other sections of the New York State Insurance 
Law.5 The New York State law, which is more restrictive than the 
investment laws of most states, controls the portfolio choices of all 
insurance companies conducting business in the state. This includes 
all major life insurance companies. The basket clause provides 
insurance companies with the opportunity to acquire the debt and 
equity issues of small corporations as well as unincorporated 
businesses which would otherwise be unacceptable under the other 
provisions of the law. 

Interviews suggest that insurance companies have utilized the 
basket clause to acquire issues of financially weaker companies, 
although no data are available to indicate the extent to which this 
included the issues of small businesses. At the end of 1971, 
however, life insurance companies had outstanding financial assets 
of about $215 billion, as reported in the Federal Reserve’s Flow of 

5 Some typical provisions of the New York State Insurance Law, Sec. 81 are the fol¬ 
lowing. On unsecured loans, the net earnings of a borrower must have averaged 1 Vi 

times annual fixed charges for the five fiscal years preceding the loan and 1 Vi times 
annual fixed charges in either of the two years preceding the loan. With respect to 
the conventional mortgages, a life insurance company may loan up to %ths of the value 
of the property provided as collateral if the loan is repayable on a regular amortized 
basis in 35 years or less. Otherwise, a company may loan up to %rds of the value 
of the property. When investing in common stocks, insurance companies are limited 
to securities of companies listed on a national exchange who have earned an aggregate 
sum at least equal to 4 percent of the par value of their common stock during the 
19 years preceding purchase. 
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Fund accounts. This indicates that they could have invested at most 
about $7 billion under the basket provision. In comparison, 
manufacturing companies with less than $5 million of assets had 
long-term debt outstanding of about $6 billion (shown in Table II). 
As reported in the Flow of Funds accounts, unincorporated 
businesses, mostly small businesses, had $27 billion of commercial 
mortgages and loans other than commercial bank loans outstanding 
at the end of 1971. Presumably this total includes a substantial 
fraction of loans due in over one year. Thus, even if insurance 
companies had completely utilized the funds available through the 
basket provision to acquire the debt issues of small businesses, they 
still would have provided only a modest percentage of the 
outstanding long-term debt of these companies. 

Debt Issues with Equity Options 

A second vehicle available to life insurance companies to provide 
funds to small businesses are debt issues with equity options—most 
commonly warrants to purchase common stock. The relative fre¬ 
quency of incentive financing by all corporate borrowers appears to 
depend chiefly on the availability of funds in the private market. In 
1969, for example, when funds in the private market were in short 
supply, issues with incentive features accounted for 28 percent of 
insurance company authorizations. In years when private financing 
is more readily available, issues with incentive features have usually 
represented less than 5 percent of insurance company authoriza¬ 
tions.6 

Equity options are particularly useful to small businesses in 
obtaining debt financing which otherwise would be unavailable. If a 
small company had to meet the interest payments which covered the 
lender’s cost of making the loan and was commensurate with the 
riskiness of its debt, it might be placed in a precarious financial 
position and exceed the risk levels acceptable to the lender. The 
provision of an equity option, however, enables the company to 
reduce its interest costs and the riskiness of its issue to a level 
acceptable to the lender, while providing him with a higher 
expected (although uncertain) return. 

The trade-off between a lower interest return and a higher total 
expected return is an option which is available to small businesses 
under any set of market conditions, but it is especially important 
when funds are in short supply in the private market. At such times 
the level of interest rates is usually high, thus increasing the 
number of companies whose straight debt issues would be unaccept¬ 
ably risky. Unless these companies provided equity options, they 
would be unable to obtain any long-term financing. 

No data are available to indicate the extent to which small 
businesses have obtained Financing by providing equity options. 
Some indirect evidence is provided in the debt issues with warrants 

H E. Shapiro and C. Wolf, The Role oj Private Placement in Corporate Finance. Boston: 
Harvard Business School, 1972, p. 61. 
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owned by the Prudential Insurance Company, however. Prudential’s 
Schedule of Securities for 1971 included 125 issues with warrants to 
purchase common stock. The average size of the 100 issues to 
domestic corporations whose straight-debt components could be 
identified was $5.3 million. This figure is somewhat less than the 
$8.1 million average size of all corporate bonds owned by Pruden¬ 
tial. Only 4 of the 100 warrant issues were $25 million or larger, 
however, suggesting that the smaller average size of warrant issues 
resulted chiefly from the absence of larger issues in this group. 

Of the 100 warrant issues, 22, representing 1.9 percent of the 
total dollar amount of such issues, were less than $1 million in size. 
Comparisons between the asset size of borrowers selling warrant 
issues and the asset size of all borrowers cannot be made directly. 
As shown in Table I, however, 27.5 percent of Prudential’s bond 
portfolio consisted of loans to companies with less than $5 million 
of assets and accounted for 1.8 percent of the dollar amount of 
Prudential’s portfolio. These loans average $505,000 in size. In 
comparison, the 22 warrant issues of less than $1 million average 
$510,000 in size. This suggests, then, that by providing warrants, 
small businesses were able to obtain about the same percentage of 
funds from Prudential as they obtained on all debt issues. In the 
absence of warrants, however, these small companies most likely 
would not have secured any long-term financing. 

Policy Loans as a Source of Small Business Financing 

Loans to policy holders of $17.1 billion represented 7.7 percent 
of life insurance company assets at the end of 1971.7 Policy loans 
typically have accounted for less than 5 percent of the annual 
investments of life insurance companies except during tight-money 
periods, such as 1969-1970, when they rose to about 15 percent of 
life insurance company investments.8 The maximum rates which life 
insurance companies can charge on policy loans are fixed by various 
state laws, with the current ceiling in most states at 6 percent. Policy 
holders have tended to accelerate their borrowing on the cash value 
of their insurance policies when interest rates on alternative sources 
of funds have risen above this level, such as in 1969-1970. In 
addition, difficulties in obtaining funds from other sources, most 
notably commercial banks, has also encouraged the growth of policy 
loans during tight money periods. 

The Life Insurance Association of America has undertaken the 
only study of the use of the proceeds of policy loans.9 In a 
representative sample of families who borrowed on their insurance 

7 Institute of Life Insurance, Life Insurance Fact Book. New York: Institute of Life 
Insurance, 1972. 

8 Life Insurance Association of America, “Cash Flow for Investment, Reporting Life 
Insurance Companies”. New York: Life Insurance Association of America, various 
reports. 

9 CMI Study of Families Making Policy Loans in 1969, conducted for the Life Insurance 
Association of America. New York: Life Insurance Association of America, 1969. 
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policies during 1969, 8.9 percent of the respondents indicated that 
they used the proceeds for business purposes.10 The funds used for 
business purposes represented 17.3 percent of the total amount of 
funds borrowed by the respondents. The $3,400 average size of the 
loans made for business purposes strongly suggests that these loans 
were used in small business financing. If it is assumed that the 
sample group was representative of all borrowers on policy loans, 
this would imply that about $3 billion of the policy loans outstand¬ 
ing at the end of 1971 were used in small business financing. 
Viewed within the context of the $20 billion of other loans 
outstanding of unincorporated businesses and the $6 billion of 
other long-term loans outstanding of manufacturing companies with 
less than $5 million of assets, it can be seen that policy loans have 
served as an important source of financing of small businesses. 

Life Insurance Companies’ Venture 
Capital Investment Programs 

Life insurance companies established venture capital investment 
programs beginning in the late 1960’s in order to provide initial 
capital for new businesses. As of 1972, five life insurance companies 
had invested $88 million in 37 such deals.* 11 These companies had 
invested an additional $8 million in venture capital funds.12 In 
addition, four multi-line insurance companies, selling both life and 
casualty insurance, had invested in 33 venture capital deals. 
Although the exact amount of these investments is not reported, it 
probably approximated $50 million. 

The gross amounts invested by all insurance companies in 
venture capital deals has remained quite steady at around $35 
million per year between 1968 and 1972, but the number of deals 
declined from a high of 32 in 1968 to only 12 in 1972.13 This 
reflects insurance companies’ desire to assess the profitability of 
their initial investments in capital venture before they commit 
additional funds to this area. Insurance companies have relied on 
common stock financing in the large majority of these investments. 
Some form of equity was utilized in all but 9 percent of the 124 
direct venture capital investments made by all insurance companies. 

The distribution of these investments is not available, but the 
average size of life insurance companies’ direct investments of $2.4 
million suggests that the recipients probably qualify as small 

10 From a sample of 30,000 families which were selected by CMI to be representative 
of the general population in terms of income, age, geographic location and other key 
variables, 1000 borrowed on their insurance policies in 1969. 671 of these families 
responded to the questionnaire concerning the use of the proceeds of their policy loans. 

11 R. Harman, The Role of Insurance Companies in the Venture Capital Investment Process. 
Austin, Texas: Graduate School of Business, Texas University, 1973, p. 65. 

12 Ibid., p. 69. 
13 Ibid., pp. 69, 95. 
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businesses. To date, venture capital investments have filtered an 
insignificant amount of funds to small businesses. Moreover, given 
the high costs of participating in these activities and the reputed 
disappointments on a high percentage of venture capital deals, it 
seems unlikely that future commitments to this area by life 
insurance companies will be substantially larger than current levels. 

The Life Insurance Industry's Urban Investment Program. 

A final source of small business financing has stemmed from the 
life insurance industry’s Urban Investment Program. This program 
was established on a voluntary basis in 1967. The major life 
insurance companies agreed to invest a total of $1 billion in “inner- 
city” projects which provided housing, medical facilities, and jobs. 
In 1969, $1 billion was added to the program. Each participating 
company was assigned an investment quota based on their relative 
size in the industry. In the early 1970’s, a number of life insurance 
companies also established Minority Enterprises Small Business 
Investment Companies (MESBICs). The loans made by MESBIC’s 
counted as part of the parent company’s participation in the Urban 
Investment Program. 

By early 1973 all $2 billion pledged by life insurance companies 
under the program had been committed. About $100 million was 
committed to industrial projects and $145 million to commercial 
projects through mortgage financing. An additional $17 million was 
invested in industrial securities and $9 million in securities of 
wholesale, retail and service industries, presumably on an unsecured 
basis.14 No data is available on the separate activities of the 
MESBICs. 

Between the second quarter of 1968 and the first quarter of 
1972, the commitments to businesses under the Urban Investment 
Program accounted for about 2 percent of the $30 billion of life 
insurance company forward commitments of commercial mortgages 
and business securities.15 In absolute terms, however, these invest¬ 
ments represented a substantial addition to insurance companies’ 
lending to small businesses. 

14 Institute of Life Insurance, The Urban Investment Program of the Life Insurance Business, 
Interim Report. New York: Institute of Life Insurance. 

15 Life Insurance Association of America, “Forward Investment Commitments of Life 
Insurance Companies”. New York: Life Insurance Association of America, various 
reports. 
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Summary: Some Ways in Which Small 
Businesses Can Improve Their Ability 
To Obtain Insurance Company 
Financing 

The major conclusions which emerge from this study are that 
insurance companies have not been active lenders to small busi¬ 
nesses in terms of the fraction of their assets invested in such 
concerns. Undoubtedly, however, from the viewpoint of small 
businesses, insurance companies have served as a major source of 
long-term Financing. The chief reasons why insurance companies 
have not been more active in this area stem from the economics of 
the investment process in life insurance companies. The costs of 
making loans to small businesses usually are so high that insurance 
companies cannot charge a return on such loans which would make 
them profitable alternatives to larger business loans. Only one major 
life insurance company appears to have achieved some success in 
reducing these costs to levels where a viable small business lending 
program could be sustained. 

Special programs, such as the Urban Investment Program, offer 
promise that a greater amount, if not the percentage, of life 
insurance investments will be made to small businesses. Although 
this undoubtedly is of significant social benefit, it does not solve the 
larger problem of providing long-term funds to the large majority 
of small businesses which do not qualify for special consideration. 

The reasons why life insurance companies have not been more 
active lenders to small businesses, however, suggest a number of 
things which small businesses can do to improve their chances of 
obtaining funds from these lenders. All of these should serve to 
reduce the costs and/or risks to the lender in making the loan. 
Before contacting an insurance company, the small business should 
determine the amount of long-term financing it needs and prepare 
pro-forma sources and uses of funds and income statements. If the 
company has no experience in preparing statements, it should 
request the assistance of its local banker. These statements will 
indicate whether or not the company can satisfactorily repay its 
obligations, as well as the appropriate timing of the repayments. 
The company should also compile financial statements on its 
operations over the previous five years, if it does not have them 
already. These documents should substantially improve the chances 
of a loan request reaching the application stage, a major hurdle 
small businesses now face in obtaining funds from life insurance 
companies. 

Preparation of the above documents should also increase the 
chances of the application being approved. To increase these 
chances still further, the company should be willing to provide real 
property as collateral on the loan if it has real property available. In 



* 

view of the fact that insurance companies appear to make quite 
modest requests for stock in exchange for a lower interest rate on a 
loan, the company should also be willing to provide equity options 
to the lender. In the event the company’s stock is not traded, it 
should take steps to create a local market. This usually can be 
arranged through the company’s banker or local broker. 
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IX 

Financial Services 
Available to Small 

Business From 
Finance Companies 

Daniel Brill and Larry Shotwell 

Daniel Brill is Senior Vice-President of the Commercial Credit 
Company. Prior to his present appointment, he was Senior 
Adviser to the Board of Governors of the Federal Reserve 
System, Director of the Board’s Division of Research and 
Statistics, and Economist to the System’s Open Market Commit¬ 
tee. 

Larry Shotwell is Director of Economic Studies for the 
Commercial Credit Company. He was formerly Assistant 
Vice-President and Economist at the Federal Reserve 
Bank of Cleveland. 
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Diversified Nature of Finance 
Companies 

Finance companies comprise a diverse set of financial intermedi¬ 
aries. In one sense “finance” companies constitute a residual 
classification category for firms that offer financial services but do 
not fit neatly into other categories according to regulatory status 
such as banks, savings and loans, insurance companies or pension 
funds. As a consequence, finance companies include firms ranging 
from large multibillion dollar diversified financial institutions to 
pawn shops. While the diverseness at one time stemmed from 
market specialization that enabled firms to be segmented according 
to whether they concentrated on personal loans (consumer finance, 
personal loan, or small loan company), purchased paper (sales 
finance) or, to a lesser extent, business or commercial financing, it 
now stems more from the integration and packaging of financial 
services, as finance companies have sought to provide a wide range 
of lending and related services. The majority of finance companies 
are relatively small and still concentrate on particular areas, but the 
larger firms, which account for the bulk of finance company 
lending, are generally more diversified. 

One element in the diversification trend of finance companies has 
been a greater movement into business financing. Business loans at 
finance companies have grown more rapidly than consumer loans 
over the decade of the 1960’s. In fact, the growth of business loans 
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accelerated in the last half of the decade, while the growth of 
consumer loans fell slightly, and business receivables as a share of 
total receivables rose while consumer receivables fell in importance. 
The composition of the growth of finance company receivables 
partly reflects economic developments over the period, but it also 
reflects the efforts of finance companies to reallocate resources 
away from the consumer area where increasing competition from 
banks and credit unions, in conjunction with rising money costs and 
ceilings on consumer loan rates, eroded the profitability of con¬ 
sumer lending relative to business lending. Whereas consumer 
lending at finance companies lagged well behind the growth of total 
consumer installment lending, business lending at finance compa¬ 
nies not only kept pace, but actually exceeded by a slight margin 
the growth of business lending by their major competitor—the 
banks. Outstanding finance company loans to nonfinancial business 
lag far behind the amount of outstanding business loans at banks, 
which consist of both long and short term loans, as a source of 
funds for business. However, outstanding finance company loans 
are the next single most important source of short-term funds for 
non-financial business firms.1 The diversification efforts are also 
apparent in the “other” category (Table I), which reflects invest¬ 
ments in non-lending activities such as retailing, insurance and 
manufacturing, as well as in foreign operations. While still a minor 
element of total finance company activity, this area has been 
growing very rapidly. 

The efforts of finance companies to diversify partly reflects the 
industries’ response to an increasingly competitive environment. 
The competitive thrust from the banking system has grown 
throughout the 1960’s and has intensified with the passage of the 
One-Bank Holding Company Act in 1970. Recent study commis¬ 
sions—the Hunt Commission and the National Commission on 
Consumer Finance—have proposed changes to further increase 
competition in the field of consumer lending. Commercial banks 
became increasingly competitive over the 1960’s, partly in response 
to cost pressures, and partly due to a relaxation of the regulatory 
framework. The slower growth of demand deposits forced banks to 
“buy” a higher proportion of their resources and rising interest 
rates throughout the 1960’s induced them to seek out the highest 
returns. Gradual moves toward a more permissive regulatory 
framework provided banks the latitude they needed, and they 
aggressively took advantage of the opportunities. Under the latitude 
provided by the 1956 Bank-Holding Company Act, banks formed 
one-bank holding companies which did not come under the scope 
of the 1956 Act. From 1956 to 1966, 344 one-bank holding 
companies were formed, while from 1966 to December 1970, 891 

1 Board of Governors of the Federal Reserve System, Division of Research and Statis¬ 
tics, “Flow of Funds Accounts: Financial Assets and Liabilities Outstanding, 1945-1971”, 
June 1972, pp. 10-11 and 48-49. Some “consumer” loans are undoubtedly made to 
individuals (proprietorships) for business purposes, particularly to professional 
individuals. 
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TABLE I 

GROSS RECEIVABLES AT FINANCE COMPANIES 

Percent Change Share of Total 

Type 1960-1965 1965.1970 1965 1970 

Total (Gross) 
Consumer 
Business 
Other 

50% 
45 
61 

-11 

61% 
42 
78 

1197 

100% 
63 
36 

1 

100% 
56 
40 

4 

Total Consumer Installment 
Credit 61 85 

Commercial and Industrial Loans 
at all Commercial Banks a 56 75 

a 1970 figure is adjusted for loan sales to affiliates. 

Source: Federal Reserve Bulletin, “Survey of Finance Companies, 1970,” 
November 1972, p. 959; and July 1972, p. A109; October 1972, p. 878; De¬ 
cember 1968, pp. 983-1003. 

one-bank holding companies were formed.2 This enabled one-bank 
holding companies to pursue activities that frequently were not 
open to banks themselves. 

The rush to form one-bank holding companies accelerated under 
the pressures of a booming economy in the late 1960’s and an 
increasingly restrictive monetary policy intended to keep the 
economy in check. The one bank holding company movement was 
further accelerated by expectations of restrictive legislation. The 
growing number and size of one bank holding companies finally did 
result in amendments to the Bank Holding Company Act which 
authorized the Federal Reserve to define permissible affiliated 
activities for bank holding companies. Of relevance to finance 
companies is the nature of non-bank activities undertaken. Most of 
the non-bank subsidiaries of bank holding companies are in the 
areas of finance, insurance, and real estate. Almost 300 of the 
subsidiaries are directly in the fields of extending personal and 
business credit and over 600 are in the insurance areas. Banks not 
only provide substantial competition to the finance company 
industry as an alternative source of funds, but through the holding 
company structure have entered the finance company field directly. 
This trend has continued since the 1970 amendment to the Holding 
Company Act, as evidenced by the holding company applications 
received by the Federal Reserve Board and activities approved by 
the Reserve banks under delegated authority. Finance companies, 
and areas conventionally included in the finance company industry 

2 Federal Reserve Bulletin, “One Bank Holding Companies Before the 1970 
Amendments,” December 1972, pp. 999-1008. 
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(leasing and factoring), are the leading areas of interest to the 
banks.3 

Aggregate Trends in Finance 
Company Business Lending 

The most consistent information on aggregate Finance company 
business lending is published by the Federal Reserve System.4 Over 
the period since World War II, finance company business receiva¬ 
bles outstanding expanded almost sevenfold, although most of the 
growth occurred in the 1960’s. Business loans at Finance companies 
rose by 37 percent from 1950 to 1959; but they increased by 258 
percent from 1960 to 1969, under the influence of the strong 
economic expansion. The rate of growth of business loans at 
Finance companies was considerably more rapid than the rate of 
growth of business loans at banks during the 1960’s. In 1969, 
during a period of severe monetary restraint, business borrowing 
was channeled to the open market and finance companies, and 
finance company business loans rose by $4.8 billion, more than 
double the increase in any previous year (Table II). 

Over the post war period, most finance company loans have been 
to noncorporate borrowers, a reflection of the fact that finance 
companies have generally been a more important source of funds 
for small and intermediate size firms than larger firms. With 
finance companies becoming more aggressive and the banking 
system under greater monetary restraint during the last half of the 
1960’s, more corporate borrowers availed themselves of finance 
company loans, and the growth of loans to corporate borrowers 
surged upward in 1969. From 1945 to 1968, the volume of loans to 
noncorporate borrowers exceeded loans to corporate borrowers in 
every year except three—1945, 1951, 1961—when loans to corpo¬ 
rate and noncorporate borrowers were about equal. Loans to 
corporate borrowers surged ahead of loans to noncorporate bor¬ 
rowers in 1969, with corporate borrowers accounting for over 87 
percent of the increase in finance company loans to business in that 
year. The share of loans extended to corporate borrowers has 
continued to increase. 

While Finance company loans to corporate borrowers have 
expanded more rapidly than loans to noncorporate borrowers in 
recent years, noncorporate borrowers still rely more heavily on 

3 Robert J. Lawrence, Chief, Banking Markets Section, Federal Reserve Board, “The 
Effect of Bank Holding Company Growth on the Correspondent Banking System,” 
paper presented to ABA correspondent banking seminar, New Orleans, October 31, 
1972. 

4 Federal Reserve data on finance companies are contained in the surveys of finance 
companies taken every five years, the Flow of Funds Accounts, and the consumer credit 
release for finance companies which now contain data on business receivables. The 
most comprehensive estimates and those covering the longest period, but at the same 
time the least disaggregated, are from the Flow of Funds Accounts. 
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TABLE II 

FINANCE COMPANY LOANS TO NONFINANCIAL 
BUSINESS: YEAR-END OUTSTANDINGS 

Business Borrowing from Finance Companies 

Finance Amounts Distribution 
Company ($ Billions) 
Loans to Non- 
Business Corporate Noncorporate Corporate corporate 

1945 $2,669 $1,338 $1,331 50.1% 49.9% 
1946 2.616 1.280 1.336 48.9 51.1 
1947 2.379 1.156 1.223 48.6 51.4 
1948 2.489 1.198 1.291 47.4 52.6 

1950 2.462 1.138 1.324 46.2 53.8 
1951 2.696 1.352 1.344 50.1 49.9 
1952 2.007 .714 1.293 35.6 64.4 
1953 2.136 .844 1.292 39.5 60.5 
1954 1.856 • 819 1.037 44.1 55.9 
1955 2.395 1.104 1.291 46.1 53.9 
1956 2.313 1.070 1.243 46.3 53.7 
1957 3.170 1.428 1.742 45.0 55.0 
1958 2.774 1.062 1.712 38.3 61.7 
1959 3.367 1.080 2.287 32.1 67.9 

1960 4.931 2.300 2.631 46.6 53.4 
1961 5.042 2.525 2.517 50.1 49.9 
1962 5.090 2.972 2.918 42.7 57.3 
1963 6.353 2.652 3,701 41.7 58.3 
1964 7.768 3.159 4.609 40.7 59.3 
1965 9.740 3,794 5.946 39.0 61.0 
1966 10.915 3.830 7.085 35.1 64.9 
1967 10.557 3.531 7.026 33.4 66.6 
1968 12.793 5.281 7.512 41.3 58.7 
1969 17.630 9.487 8.143 53.8 46.2 

1970 19.694 11.833 7.861 60.1 39.9 
1971 21.306 13.562 7.744 63.7 36.3 

Source: Federal Reserve System, Flow of Funds Accounts; Financial Assets 
and Liabilities Outstanding, 1945-1971. 

finance companies as a source of funds (Table III). Finance 
company loans constituted 5.6 percent of noncorporate credit 
market borrowing in 1971; the proportion has generally ranged 
from about 4 to 8 percent and has averaged slightly over 6 percent 
in the years since 1945. Corporate reliance on finance company 
loans, as expected, is much less, with borrowing from finance 
companies generally constituting a little less than 2 percent of total 
credit market borrowing by corporations. Nonfinancial corporate 
dependence on Finance company loans increased in 1969 and has 
continued the increase in the 1970’s. 

On balance, finance company lending to business has expanded 
rapidly in recent years; it has remained an important source of 
funds for the noncorporate sector; and it has become more 
important as a source of funds for corporate borrowers. 
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TABLE III 

SHARE OF CREDIT MARKET FUNDS RAISED 
THROUGH FINANCE COMPANY LOANS 

BY NONFINANCIAL BUSINESS 

Corporate Noncorporate 

1945 3.1% 10.6% 
1946 2.6 9.3 
1947 2.1 7.6 
1948 1.9 7.4 
1949 1.7 6.4 

1950 1.6 6.3 
1951 1.8 5.7 
1952 0.8 5.1 
1953 1.0 5.0 
1954 0.9 3.8 
1955 1.1 4.2 
1956 1.0 3.8 
1957 1.2 5.0 
1958 0.8 4.6 
1959 0.8 5.5 

1960 1.5 5.9 
1961 1.6 5.2 
1962 1.3 5.4 
1963 1.4 6.1 
1964 1.6 6.7 
1965 1.7 7.6 
1966 1.6 8.1 
1967 1.3 7.4 
1968 1.8 7.2 
1969 2.8 7.1 

1970 3.2 6.3 
1971 3.4 5.6 

Source: Federal Reserve System, Flow of Funds Accounts; Financial Assets 
and Liabilities Outstanding, 1945-71. 

Types of Financing Available at 
Finance Companies 

Business loans of finance companies are roughly comparable in 
concept to commercial and industrial loans at banks, although there 
are important operational differences. Federal Reserve data breaks 
finance company receivables into several categories which reflect 
customary types of finance company lending. Using this informa¬ 
tion, finance company lending can be classified as wholesale 
financing, retail equipment financing, accounts receivable financing 
and/or factoring, and all other types of credit, although these 
classifications are not always clearcut. Furthermore, finance compa¬ 
nies may make “package” loans in which a firm will borrow 
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significant amounts which are collateralized by receivables, invento¬ 
ries and equipment. Most finance company loans in the business 
area are secured, and the assignment of collateral makes it possible 
for a firm to borrow much more than is generally possible with an 
unsecured loan. 

Wholesale Financing 

Wholesale finance covers the financing of business inventories of 
automobile dealers, retailers of consumer goods, retailers of busi¬ 
ness industrial or farm equipment and other business inventories, 
such as raw materials, work in process, and finished goods. The 
financing of automobile inventories historically has been the largest 
category of wholesale financing. The independent finance compa¬ 
nies have generally moved out of the automotive area as a result of 
increased competition from banks and the captive auto finance 
companies; the wholesale automobile receivables of finance compa¬ 
nies are primarily held by the captive auto companies. 

Wholesale financing of other consumer goods includes consumer 
durables other than automobiles, such as mobile homes, passenger 
car trailers, motor homes, boats, airplanes and other such items 
primarily produced for consumer usage. Mobile home dealer 
financing is a major element in this category; the explosion in 
mobile homes sales in the last half of the 1960’s resulted in this 
being one of the most rapid growth components of wholesale 
financing. Finance companies are the dominant source of mobile 
home dealer financing, although competition from banks and 
savings and loan associations has increased rapidly since 1970 and 
has begun to erode the dominance of finance companies in this 
area. ! Financing of business, industrial and farm equipment inventories 
is another major category of wholesale financing for finance 
companies. Wholesale financing of a wide range of equipment, 
while substantial, is considerably less than automotive wholesale 
financing, although in recent years it has expanded about as rapidly 
as the automotive category. Both captive and independent finance 
companies play an important role in wholesale business equipment 
financing, although there is no readily available aggregate informa¬ 
tion on relative shares. Wholesale financing also includes seasonal 
loans secured by inventories of raw materials, goods in process, or 
finished goods, but such inventory loans have not been a major 
lending category for finance companies. 

Retail Financing 

Retail business financing encompasses the financing of business 
acquisitions of equipment. For the most part, finance company 
“retail” lending to business firms finances the acquisition of 
commercial vehicles and other business, industrial or farm equip¬ 
ment. Commercial vehicles include business purchases of vehicles 
which require motor vehicle registration, such as automobiles, 
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trucks, buses, taxicabs, and truck or tractor trailers. Vehicles that do 
not require motor vehicle registration, such as farm machinery and 
equipment, and all other types of equipment comprise the other 
major category of retail financing. This is a broad category which 
includes equipment ranging from farm and construction equipment 
to ships and computers. Finance companies typically have been 
more willing to Finance unusual types of equipment than many 
other types of lenders. 

Financing may take the form of loans secured by chattel 
mortgages on the equipment financed, or conditional sales contracts 
and leasing, with the payment terms frequently adapted to the 
needs of the borrower. About 63 percent of finance company 
commercial vehicle and equipment receivables were directly fi¬ 
nanced via the installment sales contract, with leasing accounting for 
the remaining portion of equipment financing. While accounting 
for a smaller proportion of equipment financing, leasing has been 
the most rapidly growing form of equipment finance at finance 
companies. The rate of growth of leasing was over 3.5 times greater 
than the rate of growth of the direct financing. The rate of growth 
of leasing in the nation was probably even more rapid. 

Leases may be of the finance or operating variety. A finance lease 
is generally written to cover the major part of the useful life of an 
asset, whereby the lessor recovers his costs plus a finance charge. 
The lessor provides no other services, such as maintenance, to the 
lessee. The lessee may have the option of buying the asset at the 
termination of the lease for its fair market value. An operating 
lease, on the other hand, may be written for a much shorter period 
than the life of the asset, and the lessor may provide maintenance 
or other services to the lessee. Most finance company leases are of 
the financial variety, although there is no information on the total 
scope of leasing or the importance of various forms. 

Financial leases may either be leveraged or unleveraged. Under 
the unleveraged finance lease, the lessor fully funds or finances the 
lease. The leveraged lease involves putting up a portion of the 
funds and leveraging that portion by borrowing from third parties. 
Leveraged leasing is frequently conducted through the establish¬ 
ment of specialized leasing corporations; it has become more 
popular in recent years, partly because of tax benefits and partly 
because it provides accounting flexibility that may not be available 
through other financing sources. 

For the most part, there is no dollar minimum on equipment 
financing transactions, although small transactions with higher 
overhead cost will generally involve higher charges. The maturity of 
equipment loans or leases, other than operating leases, tend to 
approximate the useful life of the equipment financed. The growth 
in importance of equipment financing has led to an extension of the 
average maturity of business receivables at finance companies. 
There is little recent aggregate information on actual financing 
maturities, but equipment finance contracts with maturities of seven 
to ten years are not uncommon, and contracts may be longer when 
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the life of the equipment financed permits. As a consequence, 
finance companies are increasingly becoming an intermediate as 
well as short-term source of funds for small and medium size firms, 
particularly where they may not have access to other financial 
institutions or capital markets. 

Accounts Receivable Financing and Factoring 

Accounts receivable financing consists of loans secured by ac¬ 
counts receivable. The accounts receivable are assigned to the 
lender as collateral, and the customer is advanced the funds 
immediately. The customer collects the receivables and pays the 
finance company, although in some cases the finance company may 
perform the collection function. If the finance company collects the 
accounts, the debtors are notified that their accounts have been 
assigned and that payments should be made to the finance 
company. Finance company customers pledging receivables as 
collateral have generally evidenced a preference for the non¬ 
notification method. The client’s receivables are reviewed and 
approved before a loan is granted, although firms utilizing accounts 
receivable financing are responsible for the full amount of the loan. 
If any of the receivable accounts are defaulted, the business may 
have to substitute additional receivables as collateral. Receivable 
loans are generally over-collateralized, however, and the accounts 
receivable lender has recourse to the business borrower who is 
ultimately responsible for the loan. Borrowers utilizing accounts 
receivable financing are charged for funds advanced on a daily 
basis, with customer receivable payments netted against the funds 
advanced. If the lender also performs the collection, an additional 
charge is assessed, generally in the form of a percentage of the 
receivable volume handled. The minimum loan size will vary, with 
the larger finance companies generally requiring borrowings of 
$50,000 to $100,000. Smaller regional finance companies may deal 
in smaller amounts. 

Factoring is another form of receivables service in which the 
finance company or factor buys the client’s receivables outright. 
Under this procedure, the factor undertakes the credit investigation 
function, performs the accounting activities, collects the accounts, 
and assumes the bad debt risk. The receivables are purchased by 
the factor without recourse to the client’s business if any of the 
receivables default. The factor processes the accounts receivables of 
the client, but without risk to the client since the receivables are sold 
without recourse. Under pure factoring, the funds are advanced to 
the client as they are collected or on a schedule related to the 
average maturity of the accounts receivable. The factor charges a 
fee for performing the functions of credit investigation, maintaining 
the accounts, collection, and assuming bad debts. The fee is 
generally a percentage of the volume of accounts factored, and will 
vary with the average size of the accounts, loss experience and so 
on. There is no lending involved in pure factoring operations, 
although factors frequently advance funds to clients prior to the 
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collection of receivables. Clients are charged interest on advances 
for the period prior to average maturity of the receivables. 
Conversely, if clients do not need the funds, they may leave them 
with the factor and such credit balances receive interest. Generally, 
small to intermediate size firms in the textile, apparel, furniture, 
and related industries make use of factoring services. Factors have 
attempted to extend their operations to other industries and have 
had some success, although factoring is still heavily concentrated in 
a relatively few industries. Recent growth in bank holding company 
acquisition of factoring firms might provide more impetus to 
attempts to gain entrance to other industries. 

All Other Business Credit 

Finance companies are diversified lenders and typically have been 
more willing to structure nonstandardized loans, incorporate special 
clauses, or lend in new and more risky areas than many financial 
institutions. Loans that do not fit neatly into the above categories 
also fall into the “all other” class. Such loans include import or 
export financing, multicollateral loans, rediscounted receivables of 
other finance companies and new financing areas such as cable TV 
and nuclear fuel leasing. 

Relative Importance of Types of 
Lending 

Information on the breakdown of business receivables at finance 
companies is available in the quinquennial survey of the Federal 
Reserve (Table IV) and, in somewhat less detail, from monthly data 
published by the Federal Reserve from mid-1970 (Tables V-VII). In 
terms of the areas of finance listed above—wholesale, retail, 
receivables and other—retail financing (including financing and 
leasing of vehicles and business, farm and industrial equipment) 
accounts for the largest proportion, and this has been expanding in 
recent years due to the rapid growth of leasing. Wholesale 
financing is the next largest category, followed by receivables 
financing and other business credit. 

The monthly estimates since mid-1970 provide interesting detail 
on the recent composition of finance company business lending, 
although the classifications are slightly different since non-automo¬ 
tive wholesale finance is included in “all other” business credit 
(Tables V-VII). The largest category, in terms of the monthly 
Federal Reserve classifications, is retail paper on business, indus¬ 
trial, and farm equipment. This category, which represents over a 
quarter of finance company business credit, consists of equipment 
which is financed or leased (although specialized leasing companies 
are not included in the survey data). If retail (commercial) vehicle 
financing is grouped with other equipment, the retail component 
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TABLE V 

OUTSTANDING BUSINESS CREDIT HELD 
BY FINANCE COMPANIES 

($ millions) 

June, June, June, 
1970 1971 1972 

Retail Automotive (Commercial Vehicles) S 4,493 $ 3,596 $ 4,336 
Wholesale Automotive 5,053 5,896 5,981 
Retail Paper on Business, Industrial & Farm 

Equipment 5,772 6,171 6,594 
Loan on Commercial Accounts Receivables 1 ,449 1,570 1,599 
Factored Commercial Accounts Receivables r,472 1,597 1,567 
All Other Business Credit 4,790 4,874 5,050 

Total Business Credit $23,029 $23,704 $25,127 

Source: Federal Reserve Board, G. 20 Release. 

\ 

would account for over 40 percent of business credit, or about the 
same as revealed in the 1970 Finance Company Survey. Retail 
automotive credit has fluctuated between 15 and 20 percent in 
recent years. There is no available breakdown of type or proportion 
of equipment leased, but it undoubtedly covers a wide range, from 
farm equipment to aircraft, computers, ships and industrial equip¬ 
ment. 

Wholesale automotive paper accounts for between a fifth and a 
fourth of finance company business credit. Since most independent 
finance companies have moved away from this area, the bulk of this 

TABLE VI 

DISTRIBUTION OF OUTSTANDING BUSINESS CREDIT 
HELD BY FINANCE COMPANIES 

June, June, June, 
1970 1971 1972 

Retail Automotive (Commercial Vehicles) 19.5% 15.2% 17.3% 
Wholesale Automotive 
Retail Paper on Business, Industrial & Farm 

21.9 24.9 23.8 

Equipment 25.1 26.0 26.2 
Loan on Commercial Accounts Receivables 6.3 6.6 6.4 
Factored Commercial Accounts Receivables 6.4 6.7 6.2 
All Other Business Credit 20.8 20.6 20.1 

Total Business Credit 100.0% 100.0% 100.0% 

Source: Table XII. 

172 



TABLE VII 

ANNUAL RATES OF CHANGE IN OUTSTANDING 
BUSINESS CREDIT HELD BY FINANCE COMPANIES 

June, 1971 June, 1972 

Retail Automotive (Commercial 
Vehicles) -20.0% 20.6% 

Wholesale Automotive 
Retail Paper on Business, Industrial & 

16.7 1.4 

Farm Equipment 
Loan on Commercial Accounts 

6.9 6.9 

Receivables 
Factored Commercial Accounts 

8.4 1.8 

Receivables 8.5 -1.9 
All Other Business Credit 1.8 3.6 

Total Business Credit 2.9% 6.0% 

Source: Table XII. 

paper is held by the captive automobile finance companies. The “all 
other” category, which is primarily non-automotive wholesale fi¬ 
nance, is the next largest and accounts for about a fifth of total 
finance company business credit. 

The other major categories of lending—factoring and accounts 
receivable financing—each account for about 6 to 7 percent of 
finance company business credit. The importance of these cate¬ 
gories is probably understated, since the data relates to outstandings 
rather than volume. Since both of those areas involve short 
maturities and high turnover, the volume figures are much greater 
relative to extensions of other credit than is suggested by the figure 
on outstandings. Growth in receivable loans and factored outstand¬ 
ings slowed in 1972. The slower growth, particularly for factoring, 
may partly reflect acquisitions of factors by bank holding compa¬ 
nies, with fewer factoring firms reporting as finance companies. 

Other Services Provided by Finance 
Companies 

The large finance companies are diversified financial institutions 
and their activities extend beyond lending operations, with many of 
these services being useful to small business.5 Other services are 
frequently ancillary to lending activities, but are becoming increas¬ 
ingly important as finance companies have sought related fields of 
endeavor to counter the competitive thrust of other financial 
institutions and to offset cyclical elements of the finance business. 

5 Some finance companies are also involved in manufacturing and merchandising 
operations. 
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Many of the larger finance companies are packaging their various 
services to serve a wide range of their customers’ financial needs. 
The diversification efforts of other financial institutions, particularly 
banks, have brought some finance companies into the bank holding 
company networks to complement the holding company’s services. 

In the field of lending, some of the larger finance companies 
have initiated lending operations abroad to serve foreign operations 
of U.S. clients, as well as to provide financial services to foreign 
companies. Most finance company foreign activity is concentrated in 
Europe, although some companies have lending operations in Latin 
America. 

Some finance companies also offer venture capital services; the 
provision of equity funds to small or new firms that may not have 
access to normal sources of funds because of risk, small size of firm, 
or the lack of any operating history. Some of the large finance 
companies have established venture capital subsidiaries to capitalize 
on potentially large returns and to provide seed money that might 
lead to synergistic activities that supplement or complement existing 
financial services. 

One of the most important non-lending areas for finance 
companies is insurance, and insurance activities run the gamut, 
including life, credit life, health, and casualty, as well as credit 
insurance. Credit insurance is one of the more uncommon types of 
insurance provided and is of particular value to small firms. At 
present there are only two significant firms offering this type of 
insurance. A credit insurance policy insures receivables above a 
given primary loss. The primary loss amount depends upon the 
volume of sales and the loss experience of the insured firm, 
although the primary loss figure can be raised or lowered through 
policy riders and corresponding premium adjustments. If losses 
exceed the primary loss, the insurer reimburses the client for the 
losses and is assigned the defaulted receivables which it will, in turn, 
continue the attempt to collect. The insurer may also offer 
collection service to its clients prior to their filing for a loss and 
assigning the receivables to the insurer. Credit insurance policies 
are seldom written for firms with sales below $500,000 to $1,000,- 
000. 

Related to receivables lending, factoring, and credit insurance are 
computerized receivables accounting packages and other data proc¬ 
essing services. Many of the computer packages have been devel¬ 
oped to meet the specialized needs of finance companies and are of 
use to many business firms. Some finance companies offer service 
packages to perform the entire credit operations of a firm, as well 
as to provide protection from bad debt risk. 

Real estate and related services are also provided by some finance 
companies, with activities including mortgage banking, REIT’s, title 
insurance, real estate tax services, land development and real estate 
sales. 

Not all finance companies provide all of these services or a full 
range of lending services. There is still a significant size dispersion 
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among finance companies, and the smaller companies tend to 
specialize in a single or a few activities. The larger companies, 
however, are quite diversified, offering many, if not all, of the 
above services. 

Structure of the Finance Industry 

Number of Firms 

The number of finance companies has declined dramatically since 
the mid-1950’s, with a corresponding increase in industry concen¬ 
tration. The total number of firms declined by over 63 percent 
from 1955 to 1970, with the pace of the decline accelerating in the 
1960’s. The number of firms fell by 54 percent over the decade of 
the 1960’s, with the relative rate of decline about evenly dispersed 
over the first and second half of the decade (Table VIII). The 
declining trend in the number of companies reflects mergers and 
acquisitions within the industry as well as business failures. The 
decline in the number of companies may be overstated to the extent 
bank and bankholding company acquisitions of finance companies 
accelerated in the last half of the 1960’s. Finance companies 
acquired by banks or bankholding companies are not included in 
the Federal Reserve survey of finance companies, since they are 
presumably covered under other banking reports, and such infor¬ 
mation is not readily available. The number of bankholding 
company acquisitions of finance companies, while considerable, is 
not sufficiently large to alter the basic trend. 

Size Distribution of Finance Companies 

Finance companies range from very small to very large firms. The 
majority of finance companies are smaller size firms and smaller 
firms comprised a larger proportion of the number of Finance 
companies throughout the period 1955-1970 (Table IX). Over 90 
percent of the finance companies in 1970 had receivables outstand¬ 
ing of less than $5 million. The number of firms in the $5 to $25 

TABLE VIII 

NUMBER OF FINANCE COMPANIES 
MID YEAR 1960, 1965 AND 1970 

1955 1960 1965 1970 

Number of Companies 8100 6424 4293 2961 
Percent Change — —20.7 —33.2 -31.0 

Source: Federal Reserve Bulletin, “Survey of Finance Companies, 
vember, 1972, p. 960; October, 1961; April, 1957. 

1970,” No- 
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million class increased from 1955 to 1960, but then also declined. 
About 4 percent of the firms had receivables outstanding between 
$5 to $25 million in 1970 compared with 1.5 percent in 1955, with 
the remaining firms in excess of $25 million. The decline in the 
total number of firms has been concentrated in the smaller firms, 
which declined by about 66 percent from the mid-1950’s to 1970, 
with the rate of decline accelerating in the 1960’s. The number of 
firms in the over $25 million class increased more than threefold 
from 1955 to 1970, with the most rapid growth occurring early in 
the period. The proportion of firms in the over $25 million size 
class rose from less than 0.5 percent in 1955 to 4.6 percent in 1970. 
The trend toward larger finance companies reflects a combination 
of factors, such as normal economic growth, the effects of inflation, 
and a growing number of mergers and acquisitions. 

On the basis of available information, it appears that the decline 
in the number of smaller firms was more pronounced among 
business finance companies than among the total population of 
finance companies (Table X). Most small finance companies have 
typically been engaged in consumer finance. 

Concentration 

The trend toward larger size firms is also apparent in the share 
of receivables held by different size firms. The majority of 
receivables are held by the larger size firms; this has been true 
throughout the period, although the degree of concentration has 
increased (Table XI). Those firms with receivables of over $25 
million accounted for over 95 percent of finance company receiva¬ 
bles in 1970, up from 88.5 percent in 1965 and 66 percent in 1955. 
The share of receivables held by firms of under $5 million was 
about equal to the share held by firms in the $5 to $25 million class 
in 1965 and 1970, but the smaller firms had a larger share in 
earlier years. The under $5 million class suffered the largest decline 
in market share from 1955 to 1970. 

Breaking receivables down by consumer and business, which is 
more feasible for 1965 and 1970, a similar pattern of concentration 
is apparent (Table XII). The larger firms hold the greatest share of 
receivables, and this is particularly apparent in the case of business 
receivables. From 1965 to 1970, however, the share of receivables 
controlled by the largest firms increased more rapidly on the 
consumer side than for business receivables. 

Thus, since the mid-1950’s, the number of finance companies 
declined sharply, and the decline was primarily in the firms with 
less than $25 million of receivables. Most of the receivables were 
outstanding at large firms, those over $25 million, and this became 
more prevalent over the period. The growth in the average (mean) 
size of finance companies was from nearly $1.6 million in 1955 to 
almost $20.0 million in 1970. At year-end 1972, the largest finance 
companies ranged up to in excess of $11 billion for one automobile 
captive finance company to in excess of $3 billion of receivables for 
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the largest independent finance company (Tables XIII, XIV). At 
the end of 1972, the eight largest independent finance companies 
and seven largest captives each had receivables outstanding in 
excess of $1 billion. The size and growth of many finance 
companies has made them a greater competitive force in the 
financial world. 

TABLE XII 

DISTRIBUTION OF RECEIVABLES 
AT FINANCE COMPANIES 

Amount 
($ millions) 

Consumer Receivables Business Receivables 
Firm Size 

(Millions of Dollars) 1965 1970 1695 1970 

Under 5 
5 to 25 
25 and Over 

$1,648 
1,335 

19,374 

$1,191 
856 

29,726 

$339 
671 

11,919 

$265 
305 

22,429 

Total $22,357 $31,773 $12,931 $22,999 

Distribution 

Under 5 
5 to 25 
25 and Over 

7.4% 
6.0 

86.7 

3.7% 
2.7 

93.6 

2.6% 
5.2 

92.2 

1.2% 
1.3 

97.5 

Total 100.0% 100.0% 100.0% 100.0% 

Source: Federal Reserve Bulletin, “Survey of Finance Companies, 1970,” No¬ 
vember 1972. 
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TABLE XIII 

TWENTY-FIVE LARGEST INDEPENDENT FINANCE 
COMPANIES RANKED BY NET RECEIVABLES 

AS OF YEAR-END 1972 

(Millions of Dollars) 

Rank Company Net Receivables 

1 Commercial Credit Co. 3,210.7 
2 General Electric Credit Corp. 2,648.3 
3 C.I.T. Financial Corp. 2,566.3 
4 Household Finance Corp. 1,879.5 
5 Associates Corp. of North America 1,655.8 
6 Beneficial Corp. 1,497.5 
7 Avco Financial Services, Inc. a 1,360.2 
8 Walter E. Heller International Corp. 1,007.4 
9 Westinghouse Credit Corp. 852.2 

10 Transamerica Financial Corp. 677.9 
11 GAC Finance, Inc. 613.9 
12 James Talcott, Inc. 605.5 
13 American Investment Co. 486.3 
14 Liberty Loan Corp. 467.6 
15 Credithrift Financial Corp. a 463.8 
16 American Credit Corp. 450.4 
17 American Finance System, Inc. 

Borg-Warner Acceptance Corp. 
434.0 

18 432.0 
19 General Finance Corp. 335.4 
20 ITT Thorp Corp. 319.3 
21 Capital Finance Corp. 279.6 
22 Family Finance Corp. a 267.6 
23 ITT Aetna Corp. 244.2 
25 Budget Capital Corp. 239.3 

a Fiscal year ending on date other than Dec. 31. 

Source: The American Banker, May 29, 1973, pp. 14-15. 
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TABLE XIV 

FIFTEEN LARGEST CAPTIVE FINANCE COMPANIES 
RANKED BY NET RECEIVABLES AS OF YEAR-END 1972 

(Millions of Dollars) 

Rank Company Net Receivables 

1 General Motors Acceptance Corp. 11,766.4 
2 Ford Motor Credit Co. 5,230.9 
3 Sears Roebuck Acceptance 2,660.9 
4 Chrysler Financial Corp. 1,972.8 
5 International Harvester Credit Corp. a 1,266.2 
6 Montgomery Ward Credit Corp. a 1,158.0 
7 J. C. Penney Financial Corp. a 1,043.3 

569.8 8 John Deere Credit Co. a 
9 W. T. Grant Financial Corp. a 486.4 

10 Allis-Chalmers Credit Corp. 482.2 
11 J. I. Case Credit Corp. 380.0 
12 Allstate Financial Corp. 339.1 
13 Clark Equipment Credit Corp. 337.3 
14 American Express Credit Corp. 332.1 
15 Mack Financial Corp. 326.5 

a Fiscal year ending on date other than Dec. 31. 

Source: The American Banker, May 29, 1973, pp. 14-15. 
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X 

Venture Capital 

Mark Rollins on 

Mark Rollinson is a senior partner in the law firm of Rollinson, 
Stein £sf Halpert in Washington, D.C. For many years he held a 
top post in a venture capital firm which he helped develop from 
a small business to listing on the New York Stock Exchange. 
Mr. Rollinson continues to serve as a Director of several small 
technically-oriented manufacturing companies, and is a frequent 
lecturer on the subject of venture capital. 
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In 1923 a friend loaned $500 to Roy and Walt Disney to establish 
the first animated cartoon studio in the U.S. In 1938 virtually every 
asset accumulated by Disney over the years was invested in the 
movie Snow White. In the ’50’s (after 15 years of searching!) debt 
financing for Disneyland was located. Each of these events was a 
venture, and the capital used was venture capital, though in each case 
the form of investment and source of funds were quite different. 
This chapter is concerned with high risk capital supplied from 
external sources to either new or greatly expanding small enter¬ 
prises. 

Venture Capital Defined 

Venture capital is risk capital invested in a new exploit. Risk is 
relative within any given project. In terms of orders of priority of 
various interests in a bankruptcy sense (that is, in descending order 
of priority, (1) secured credit; (2) trade credit; (3) subordinated 
debt; (4) preferred stock; and (5) common stock), we have a reverse 
order of risk and, theoretically, reward within a given business 
entity. But this is far from the whole story. 

Risk is also relative from project to project. A “secured” creditor 
in a small technically oriented company, for example, may be taking 
greater risk than an equity investor in a larger, more proven entity. 

Risk is, moreover, relative from venturer to venturer. Both the 
Edsel and the Mustang were ventures, but the risks were compara- 
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tively small, in the context of the overall activities of the Ford Motor 
Company, relative to what the risk would have been had these 
ventures been undertaken (or proposed) by, say, the owners of a 
small garage. 

Some projects are new merely to the entrepreneur. Every new 
medical practice, grocery store and trucking business is a venture, 
as is the purchase of an existing business by new management. The 
risk capital to support each one is venture capital. The principal 
risks relate to the ability of management and to the economics of 
the market. 

Most growth situations are continually “new” in the sense that the 
organic aspects of the business are in a constant state of flux. 
Growth capital to support them is venture capital. The principal 
risks relate to the constantly changing scope and nature of the 
business, the resulting geometric increase in complexity, and the 
new and different management skills needed. 

Some projects, such as our Disney examples, are new in form and 
substance to society, as well as to management. Typically, such 
endeavors also are growing. Here the risks and potential rewards 
are greatest of all. 

It should be noted that some risky ventures have potentially low 
reward because of poor pricing, faddism or other ignorance on the 
part of the investor, deception on the part of the entrepreneur, or 
some combination of these and other factors. 

Given the wide variations noted above, it is difficult to define 
venture capital with precision. For purposes of this chapter, the 
term will mean risk capital from external sources, other than 
government, for new or rapidly expanding small enterprises. The 
term will be capitalized wherever this narrow definition is intended. 

Sources of Venture Financing 

Many persons experienced in finance believe that the largest 
single source of Venture financing is from relatives and friends of 
the entrepreneur. Careful research on this subject is difficult to 
come by, and good data do not seem to be available. The 
observation would appear to be unquestionably accurate only with 
regard to start-up enterprises. 

The second largest source of Venture capital probably consists of 
wealthy individuals who provide funds through intermediaries— 
usually business lawyers and investment bankers.1 

Another major source of venture capital is the public market¬ 
place. Though this source varies greatly from year to year, in recent 
years almost $1 billion per year has been raised by small companies 

1 “Most venture capitalists are housed in law firms—particularly in those which 
specialize in tax, corporation, or SEC matters.” (R. Bruce Ricks, “The Capital Markets 
for Small Business” in Irving Pfeffer, (Ed.), The Financing of Small Business: A Current 
Assessment. New York, The Macmillan Company, 1967, p. 204. 
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in firm underwritings and roughly another $1 billion is raised 
through “best-efforts” public offerings. 

In recent years, a trend towards institutionalization of sources of 
Venture capital has emerged. Also, traditional financial sources 
(banks, insurance companies and the like), have increasingly re¬ 
served a corner of their portfolios for Venture investments. As an 
educated guess, there may be as much as $500 million invested in 
Ventures each year by institutional Venture capital sources. 

Several compendiums of institutional sources of Venture financ¬ 
ing are available to the entrepreneur. One of the best is the 
periodically revised Guide to Venture Capital Sources.2 Each edition of 
this book contains the most comprehensive available list of institu¬ 
tional sources, an enormous bibliography of magazine articles, 
books, research reports and other writings on Venture capital, and 
a very well-defined “how-to” section for the would-be entrepreneur. 
The list of sources is accompanied by a carefully prepared keying 
system which explains the type and size of investment preferred by 
each source as well as other valuable information. 

What Venture Capitalists Look For 

Venture capitalists look for two things—people and prodigious 
growth potential. 

All Venture capitalists look for people. Initial discussion of a 
project is, therefore, often merely a vehicle for evaluating manage¬ 
ment. If good management is not available, there is little reason for 
the venture capitalist to pursue the growth potential of the project 
with the entrepreneur. 

The apparent trend towards institutionalization of Venture capital 
has been accompanied by considerable research on the characteris¬ 
tics of successful entrepreneurs. An example of scholarly (albeit a 
bit behavioral) effort is that being conducted at the Center for 
Venture Management in Milwaukee, Wisconsin under the direction 
of Dr. John Komives. 

Some surprising results are being found, several of which have 
profound implications for our educational system, minority enter¬ 
prise, and the capitalist system generally. For example, there is 
strong evidence that some 87 percent of successful entrepreneurs 
are either children (usually the oldest son) of entrepreneurs or are 
first generation immigrants to this country! 

A brief profile of the statistically significant characteristics of a 
successful entrepreneur would seem to include having had average 
marks in school, having shown interest only in the more solid 
subjects such as math, chemistry and physics; having been fired by 
his last employer because he “didn’t fit in;” being highly verbal 
(although not reading or writing very well); having a paternal and 
autocratic personality; not being a speculator or plunger but 

2 Stanley M. Rubel (Ed.), Chicago: Capital Publishing Corporation, 1972. 
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appearing, falsely, to others to have no sense of risk because of his 
enduring optimism; having a high degree of need for feedback, 
usually equating profit with personal achievement; operating at a 
very high energy level to the extent of being compulsive; and 
having elected to go into a business the same as or similar to that of 
his former employer. The peak age for successful entrepreneurs 
seems to be about 33. Thereafter the curve drops gently and then 
picks up again at about age 55. 

Other important research on this subject is being conducted at 
Vanderbilt University’s Graduate School of Management under 
Dean H. Igor Ansoff and at the Institute for New Enterprise 
Development in Boston. 

Though additional scholarly research of this nature will be done, 
there seems to be no stampede towards using psychological profiles 
as the basis for Venture investing. Most successful suppliers of 
Venture capital are very anecdotal in their approach. (Hence rule 
number one—learn what your prospective source has financed 
successfully and unsuccessfully in the past.) Nonetheless, with 
experience they tend to know what the scientist is just now proving. 
They simply express it differently. 

Executives of the only two Venture capital companies on the New 
York Stock Exchange are quoted, respectively, as follows: “I always 
prefer a Grade A group of men with Grade B ideas over Grade B 
men with Grade A ideas” and “I look for top management with 
superhuman quantities of three traits—greed, intellectual honesty 
and stamina.” The only real historian and chronicler of the Venture 
capital industry, Stanley Rubel of Chicago, observes that most 
Venture investors look for people who have an overwhelming 
compulsion to be successful and to put everything else aside. 

In addition, Venture capitalists seek astounding growth potential. 
Comfortable little businesses operating profitably under happy, 
well-adjusted, non-compulsive management may be interesting to 
banks, leasing companies and other traditional sources of funds. 
They are not of interest to the Venture market. 

The Venture investor hopes that the value of his investment will 
increase many fold in a period of a few years. Therefore the 
Venture capitalist must be shown a plausible case for enormous 
growth potential. 

A subtle but extremely important corollary of the Venture 
capitalist’s desire for growth potential is that the enterprise should 
be one which inherently lends itself to growth. Economies of scale 
in manufacturing, economies of expanded purchasing power, and 
bringing quality control under a brand name to an otherwise 
fragmented market are examples. Manufacturing enterprises are 
more likely to exhibit such characteristics than service or retail 
businesses. But there are countless exceptions. McDonald’s Corpora¬ 
tion (the fast-food chain), had all three of these promising factors, 
even though it was a service-oriented, retail Venture. 
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How To Approach a Venture 
Capitalist 

First, let us make some general observations. It is probably fair to 
say that there is more Venture money available than attractive 
ventures to be financed. Thus, an entrepreneur with an economi¬ 
cally feasible, high-growth-proposal and management capability can 
approach sources with a degree of optimism. 

The best way to obtain Venture capital is to be approached by the 
source. The second best way to obtain Venture capital is to be 
known already by the source. The third best way is to be well- 
introduced by someone else who is known. The fourth best way, a 
very, very poor fourth, is to go in “cold.” Fifth and last (don’t 
laugh, lots do it) is to make a general mailing. 

Even before the approach, many questions arise to which there 
are no clear answers. Should a “Finder” be retained? How much 
money should be sought? Should the deal be “shopped?” Should 
the offering memorandum be prepared by a professional? To what 
extent can “trade secrets” be disclosed safely? Should terms of the 
proposed financing be set forth in the offering memorandum? 
Matters of importance to Venture capitalist are as varied as human 
personalities. And what may be essential to one proposal may be 
totally inappropriate in another. 

Most brokerage firms, law firms, Financially oriented government 
agencies (such as the Small Business Administration), banks, and 
accounting firms contain a significant percentage, though a minor¬ 
ity, of conscientious and zealous people, who are overworked and 
underpaid and who are motivated by pride and faith in what they 
are doing. They are filled with information that they are too rarely 
called upon to use. When someone walks into such a person’s office 
and says “I need help,” they love that someone for asking—and 
they help. 

Entrepreneurs like other entrepreneurs. There is a comradery 
among them which is not surprising because the population of them 
is so small. When a fledgling entrepreneur asks an experienced 
entrepreneur for help, the response is usually thoughtful and 
overwhelming. 

Most people do not like to be put in a position which may lead to 
guilt feelings. Venture capitalists are no exception. A Venture 
capitalist will feel guilty if he explores someone’s Venture for 
months and then says “no,” causing the Venture to collapse. 

Venture capitalists invest in roughly only one out of every 
hundred opportunities. 

Keeping these general observations in mind (and assuming them 
to be eternal verities, which they are), it should be clear that the 
following steps are most likely to produce capital for a worthy 
Venture. 

First, prepare a draft of an offering memorandum as described 
below. This draft should be for your own use and not for 
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dissemination. It may be shown to others but should never be left 
with them. Emphasize the cash plan. Do not price the financing—-just 
determine roughly how much money is needed for at least the next 
two years. Use a starting date about 9 months in the future. 

At this point, you should ask: Do my plans still make sense? If so 
proceed. 

Next, spend two months telling people what you are going to do 
(not “might do”), asking them for suggestions as to whom you 
might approach for Venture funds. On every occasion, emphasize 
that advice—not funds—is being sought. Do not ask for or accept 
investment offers during this period. 

During these weeks, people will ask questions that are not 
answered in the draft of the offering memorandum. It should be 
revised frequently to include the answers to these pertinent 
questions. 

At the end of this ordeal, one or more of the following events will 
have occurred, most likely a few of each. Several people will have 
offered to invest personally. A variety of useful ideas will have been 
generated regarding structuring the investment. Several people 
will have offered to allow the use of their names as introduc¬ 
tions to individual and institutional sources of Venture funds. A 
number of intermediaries (finders) will have offered their services 
and given examples of prior successful financings they have done. 
An institution or two will have expressed interest in entering into 
negotiations. One or more names will have been recommended 
again and again as appropriate sources for the type of Venture you 
are proposing. At this stage an offering memorandum can be 
prepared in final form. 

At this point, and not before, the search for funds can begin. 
Every first approach should be a personal visit. If a finder is used, 
always accompany the finder, let him make the introduction and 
give a brief summary, then take over the conversation and carry on 
from there. (The source is trying to evaluate the entrepreneur, not 
the finder.) 

If funds are to be sought from one or two sources, or from one 
source who will take the lead in syndicating other participants, 
never be in preliminary discussions with more than two or three 
sources at any given time and never enter into serious negotiations 
with more than one at a time. 

If funds are to be sought from several sources, it probably is wise 
to be having preliminary discussions with a dozen or so at any given 
time (within securities law constraints) and to hold off on serious 
negotiations with anyone until several prospects who are also 
prestigious have been located. Shape the fine points with the 
prestigious sources, one at a time, until one finally signs, then seek 
to sign up the rest as quickly as possible. 
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The Offering Memorandum 

The first step in seeking Venture funds is the preparation of an 
offering memorandum. There are at least three reasons that make 
an excellent job on this document mandatory: its preparation serves 
as an extremely valuable tool for self-evaluation; it is the best legal 
insurance available and, in fact, is legally required in all except the 
most extraordinary situations; and it will be the fundamental 
document used by the source of the funds in making an investment 
decision. 

The offering memorandum should be short (under 30 pages) and 
to the point. Its first page should contain a brief summary of the 
entire proposal. 

Most Venture sources do not have a form or guide to an offering 
memorandum. The ability to prepare such a document is one of the 
important features for evaluation by the Venture source. Of the few 
who do, Goodman & Mautner, Ltd. in Los Angeles, offers a good 
one. Securities and Exchange Commission Form S-l and Small 
Business Administration Form 4 also are useful guides to the sorts 
of factual information that is needed. 

What To Include in the 
Memorandum 

With regard to a business that is proposing expansion, the 
description is easy. Summarizing from a lengthy internal “audit” 
form used by the staff of a major Venture source, we find the 
following sorts of information called for (condensed and converted 
from a tabular form to prose): for each class of debt or equity 
security outstanding, names, addresses and occupations of all 5 
percent holders; number of holders; the pricing of recent transac¬ 
tions; a summary of all investment, voting, buy-sell and similar 
restrictions; for all directors, their names, addresses, occupations, 
security holdings, frequency of meetings, typical subjects discussed 
at board meetings, and compensation; detailed resumes for all 
officers and key employees; an organization chart accompanied by a 
description of the operations of each element of the business, 
emphasizing marketing and sales; name, address and phone num¬ 
ber of all legal counsel, independent accountants and banks; names 
and summary of relationships with major customers, major sup¬ 
pliers, landlords, leasing companies, factors, unions, licensors, 
licensees, and others with whom the company has a significant 
contractual relationship, whether oral or written; description of 
each industry in which the company competes, starting with a broad 
description and narrowing in as closely as possible, naming competi¬ 
tors, describing market size and prognosticating as to the future of 
the market; a brief history of the business; a plan for the future of 
the business, including a description of the likely impact of the plan 

191 



on all the foregoing elements and the ways in which those elements 
will be changed to meet the demands of growth. 

The last element, the plan, is the most important. For many 
people it is the most difficult. The wildly imaginative have trouble 
making realistic plans. The extremely factual are reluctant to set 
forth in detail matters which are sure to occur differently. 
Therefore, a balance must be reached. Plans must look possible, 
barring unforeseen and unlikely events. Everyone knows such 
events will occur and that plans change. 

The memorandum of a new Venture should include all of the 
information described above, excepting only those items which are 
obviously not appropriate. Naturally, much of this information will 
be cast in terms of the plans of the management. 

What To Avoid in Preparing the Memorandum 

A common weakness found in offering memoranda is the use of 
vague and unwarranted inferences. Mobile home manufacturers 
almost invariably insert magazine articles on the subject of industry 
growth, and inventors of office copying equipment on the subject of 
the copying boom. More euphoric would-be entrepreneurs present 
future plans for “going public” (multiplying anticipated profits by 
some astronomical multiple then plaguing a faddish industry). 
Somehow there always seem to be enough widows, orphans, and 
medical doctors to finance these proposals, but financially sophisti¬ 
cated individuals and institutional Venture sources tend to be 
repulsed by such inferences. 

A weak cash flow plan is perhaps the most common error. The 
cash flow plan must be clearly separate from the profit plan. Cash 
plans should be in great detail and should show meticulous regard 
for the factor of time—the delay between buying raw materials and 
shipping a product, the delay in collecting accounts receivable, the 
time it takes to train new personnel. It should be presented by 
month for at least 6 months and by quarter for at least a year 
thereafter. 

Another frequently observed weakness of offering memoranda is 
inadequate emphasis on marketing. Inventors, particularly, seem to 
consider that good products sell themselves. The emphasis in every 
successful business must be on sales. In some businesses they use 
the dignified approach of letting everyone know that advertising is 
not done. Hershey chocolates and most churches are good exam¬ 
ples. In some businesses, promotion is limited by agreements in 
restraint of trade (usually called “ethics”) to personal selling. Law is 
an example. However, even a monopoly starts to die when it stops 
selling. Rails are an example. Most Venture capitalists stress 
marketing very heavily. 

Finally, neglecting to assess the competition is a frequent error. 
Courts are in competition with arbitration proceedings. Football 
games compete with family life, active recreation, and even a few 
passive sports. That is, everything has competition. Felt tip pens had 
to compete with ball points, pencils and typewriters and, when the 
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graffiti market developed, with stencils and spray paint. An 
investment memorandum should identify the competition and then 
focus on the weaknesses of the competition in the specialized 
market segment which is envisioned. 

Financing Offered By Venture 
Capitalists 

The form of financings and the form of doing business are 
dictated largely by legal considerations.3 For example, in the Middle 
Ages the commenda was the form of business whereby limited 
(capital-supplying) partners avoided the usury laws. The other form 
of partnership, societas, was used in situations where all partners 
were active and using their own capital. Straight loans were repaid 
in commodities or were incidental to other business arrangements 
such as enlarging a fiefdom, becoming a lord, having sins forgiven 
or maintaining a trading area. Today, laws relating to creditor’s 
rights, usury, taxes, securities, control, and limitation of liability still 
are the dominant considerations in structuring investments gener¬ 
ally. Venture investments are no exception. 

The Venture capitalist is interested solely in capital appreciation. 
He knows that a very small percentage of his investments will enjoy 
spectacular and profitable growth. For these he wants common stock 
accompanied by a right to force a registration under the securities laws. 

Interest on a debt instrument such as a bond or loan would 
unnecessarily burden the portfolio company and make it more 
difficult to leverage with other debt financing. 

A somewhat larger percentage of the Venture capitalist’s invest¬ 
ments will fail completely. For these he wants a strong debt instrument 

which will permit him to assert himself before it’s too late as things 
start to go sour. A still larger percentage of his portfolio will just 
struggle along, possibly at a profit, without significant growth. For 

these, he wants a high yield debt instrument with regular amortization 
provisions that will permit him to get his money back for investment 
elsewhere. 

The problem is, of course, that when the investment is made, the 
Venture source does not know which course will develop. Fre¬ 
quently he compromises with a debt security, sometimes subordinate 
to other creditors, accompanied by an option to acquire equity. 
Notes with warrants or convertible debentures are examples. 
Sometimes he compromises with a combination of debt and equity 
from the start. The better sources stick to common stock, frequently 
taking a control position which is expected to be watered down 
through stock options to management and later rounds of equity 
financing. 

Some institutional sources of Venture capital are obliged to 

3 See Chapter XIV in this volume for a discussipn of legal options available to the 
entrepreneur. 
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attempt a minimum yield on their portfolios or to take significant 
consulting fees from companies in their portfolios in order to cover 
overhead. Notes with warrants or so-called “cheap” stock are 
common with these sources. 

Most venture sources seek a form of investment that can be liquid 
at an early date. This does not necessarily indicate a desire to sell 
but merely a desire to be in a position to sell. The “holding period” 
under the securities laws is a strong influence on liquidity. Since the 
holding period begins on the date of exercise of a warrant, notes 
with warrants are less common than convertible debentures, notes 
with stock, and straight common stock. 

Convertible preferred stock sometimes is used in start-up or 
“turn-around” situations where the dominant source of equity 
capital is receiving less than 50 percent of the common stock. 
Normally preferred stock is undesirable because yield is paid with 
after-tax dollars. In a new situation, however, a Venture source may 
be putting up all the money but taking less than all the equity. If he 
invested in common stock and the business were to be liquidated 
shortly thereafter, shareholders would share alike and the non- 
monied shareholders would receive a windfall. Convertible pre¬ 
ferred permits the money source to be protected against such an 
eventuality until he believes the likelihood of liquidation is minimal. 

Pricing 

Pricing of Venture investments is a source of frequent misunder¬ 
standing that sometimes leads to the criticism that Venture capital¬ 
ists want “an arm and a leg.” Such criticism is quite unfair. A 
Venture capital investment will usually be priced in such a way that 
there is a reasonable chance—but remember, a chance which more 
conservative sources are unwilling to take—that a very high return 
on investment can be experienced over a period of time. Say, for 
example, a Venture source expects 50 percent compounded over a 
7 year period. He is really saying he wants today’s $100,000 
investment to be solidly worth some $1,700,000 seven years hence— 
and much more, if things go very, very well. If he can be convinced 
that the equity of the company, after dilution from additional 
financing, will grow even faster than that, then a pricing can be 
struck which will appear frivolous to the owner of a more stable 
business. If, on the other hand, the Venture source envisages more 
modest growth and only a remote chance of a bonanza, he will offer 
terms that to the same owner of a stable business would seem 
confiscatory and to smack of “gouging.” 

An important new development in Venture investing is increased 
usage of the limited partnership form for portfolio companies, 
particularly in the case of newly formed Ventures. The limited 
partnership, unlike the corporation, permits appropriate economic 
rewards to the money sources without taking control from the 
entrepreneurs. It also permits a forced “dividend” for investors in 
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companies which grow large and profitable but never “go public” or 
merge, and provides a fixed term of doing business so that investors 
don’t get “locked in” to such companies. Recent legal developments 
favoring this form include liberalizations of laws regarding permissi¬ 
ble forms of investment for companies licensed under the Small 
Business Investment Act of 1958, and a lower top income tax 
bracket on “earned income” so that a corporation is no longer a 
form of tax shelter for most persons otherwise inclined to be 
general partners. This form is not an impediment to “going public” 
in the future because it is relatively easy to convert a limited 
partnership to a corporation without adverse tax consequences. 

Disadvantages of this partnership form include unfamiliarity, 
some minor retirement fund disadvantages (of little interest to most 
good entrepreneurs) and, in some states, application of individual 
usury laws to partnerships. 

The Morning After 

Institutional sources of Venture capital will ensure, by advance 
agreement, rights to a detailed monitoring of their investments. 
Individual Venture investors are less demanding, particularly those 
who are not engaged in the business on a full-time basis, and also 
those who are less experienced. 

The monitoring activity, however, can be very helpful, particu¬ 
larly if the entrepreneur uses his Venture source properly. In this 
regard, it is useful for the entrepreneur to try to classify his 
problems roughly into two types—“recurring” and “non-recurring.” 
The former relate to everyday operational problems of the business 
such as sales, manufacturing and internal procedures. These 
problems require constant daily attention and are the essence of 
business. The latter relate to relatively infrequent matters such as 
new financing, a union drive, or relocation of a plant. 

If the Venture source must be helpful in solving recurring 
problems, management is not doing its job. Nobody can know the 
business better than management. Efforts to do so by outsiders are 
highly disruptive. They have been likened to periodically uprooting 
a flower to see if it is growing properly. 

Because they are exposed in some detail to hundreds of 
companies every year, Venture capitalists can be very helpful in 
giving advice and assistance as to non-recurring problems. The 
entrepreneur should be careful that any proposed solutions which 
he adopts are consistent with his overall business plans. But his 
Venture capital source can and should be a valuable sounding 
board. 

This subtitle, “The Morning After,” is intended to have the 
redeeming social value of emphasizing that the entrepreneur should 
attempt to find the potential for something more than satisfaction 
of a short-term need before entering into a long-term relationship. 
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The revival of monetary policy as an instrument of economic 
stabilization in the 1950’s was accompanied by renewed interest on 
the part of economists concerning the avenues through which 
changes in the money and credit markets were transmitted to real 
sectors of the economy. One by-product of this interest was the 
formulation of questions concerning the impact of monetary policy 
on specific sectors and subsectors of the economy, such as small 
business enterprises. In 1957, Professor J.K. Galbraith opened up 
the question of monetary policy discrimination against small busi¬ 
ness by arguing, along several different lines, that both rising 
interest rates and credit rationing by commercial banks would 
especially affect “competitive” firms relative to those operating 
under “oligopolistic” conditions.1 

Professor Galbraith’s assertions were almost immediately chal¬ 
lenged.2 Notwithstanding, his pioneering analysis was undoubtedly 
responsible for generating a considerable number of subsequent 
studies of the discrimination question, both theoretical and empiri¬ 
cal, which have resulted in a greater understanding of the problem 
itself, even though these have been more remarkable for their 
diversity of answers than for yielding a common conclusion. Indeed, 

1 Galbraith, while recognizing that these different market structures were not inevitably 
associated with “smallness” on the one hand, and “largeness” on the other, nevertheless 
clearly implies that small businesses bear the brunt of a stringent monetary policy. “Market 
Structure and Stabilization Policy,” The Review of Economics and Statistics, Vol. 39, May, 

1957, pp. 124-33. 
2 See, for example, Allan H. Meltzer, “A Comment on Market Structure and Stabiliza¬ 

tion Policy,” The Review of Economics and Statistics, Vol. 40, November, 1958, pp. 413-415. 
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it is somewhat anomalous that economists seem to be as far apart on 
this issue as ever, while moving, over approximately the same 
period of time, toward a concensus on the much larger and 
seemingly more difficult issue concerning the importance of mone¬ 
tary change on economic activity. 

That economists cannot agree on the issue of monetary policy 
discrimination against small business is seemingly the result of 
differences in defining the nature of discrimination, differences in 
methodology, and differences in interpreting empirical results. Not 
all of these studies, moreover, were designed with equal rigor, and 
many were structured in a way that, at best, could provide only 
partial and tentative conclusions. 

For all of these reasons, a review of the literature on the 
discriminatory impact of monetary policy on smaller enterprises 
leaves one with the impression that definitive answers have eluded 
the profession in spite of the considerable resources that have been 
expended on the task. Nevertheless, a review of the literature seems 
appropriate as a chapter of this book, and will be of value in 
suggesting both weaknesses to be avoided and strengths to be 
pursued in future studies. We therefore set forth below a critical 
review of the major work that has been completed and published to 
the present writing, early 1973. This review will be followed by a 
summary identification of some of the theoretical and methodologi¬ 
cal issues, suggested by the literature and the problems it addresses. 

Review of the Literature Pertaining 
To Monetary Policy Discrimination 
Against Small Business 

As noted above, Professor Galbraith’s 1957 article was instrumen¬ 
tal in raising the question of possible monetary policy discrimination 
against small firms.3 We shall begin our review, therefore, with an 
analysis of his paper as it applied to the issue at hand; for the most 
part, we ignore his collateral analysis of the differential impact of 
fiscal policy. 

Discrimination a la Galbraith 

Professor Galbraith’s analysis is based upon differential behavioral 
reactions to inflation and tight money4 in both product and 
financial markets. He first distinguishes competitive product mar¬ 
kets from those that are dominated by a relatively few firms— 
oligopoly—and identifies small business with the former and large 

3 See also, H. F. Lyndall, “Impact of the Credit Squeeze on Small and Medium-Sized 
Manufacturing Firms,” Economic Journal, September, 1957, pp. 415-31. 

4 Galbraith identifies such periods as those in which either interest rates are rising 
or credit is being rationed, or both. 
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business with the latter. One crucial difference in the impact of 
monetary policy follows from his assumption that while small firms 
will be producing output where marginal costs are equal to price, in 
order to maximize profit, the oligopolists’ prices “will not be at 
profit-maximizing levels in any given situation, for the situation is 
continually changing, while the adaptation [to demand increases] is 
by deliberate and discrete steps.” 5 This difference is responsible for 
a differential reaction of small and large firms to a rising interest 
rate, which is one of two means by which monetary policy affects 
investment spending of these firms. 

The impact effect of monetary policy will be almost 
diametrically different for competitive firms and non¬ 
maximizing oligopolies. In the case of the first the initial 
incidence of an increase in interest charges must be on the 
firm—it cannot advance its prices to offset the advance in 
costs, no more than the wheat farmer of real life can 
increase the price of wheat when his interest charges go 
up. The increased cost will be passed on only after the 
higher marginal cost of capital nas forced a curtailment 
(which may be relative) of investment and output. In 
other words, the incidence is on the firm until after the 
policy has accomplished the result it is supposed to 
accomplish. 

In the case of the non-maximizing oligopoly, by contrast, 
the higher interest rate can be absorbed or passed on as 
the firms prefer or circumstances suggest. Within a wide 
range, investment that was profitable before the rate 
increase will be, or can be made, profitable after the 
increase. Since profits are not being maximized, prices 
and profits are not being determined by marginal cost- 
revenue relationships and, hence, the increase in costs will 
not affect investment or output at least so long as the 
precondition of increasing demand holds.6 

Professor Galbraith buttresses this line of argument with the 
further observation that some 

. . . preference for the large customer [by commercial 
banks] is all but inevitable when credit is being rationed. 
Other things equal, such firms are more economically 
served. Their size accords them a greater chance of 
resorting to non-bank sources, or they may have multiple 
banking connections. All this reduces the chance that they 
will be denied credit and very much reduces the chance 
that they will ultimately be deprived by all sources.7 

While the factors mentioned above make small businesses less 
creditworthy under all circumstances, this is accentuated by a 
restrictive monetary policy since”. . . the least creditworthy borrow¬ 
ers will be those who are vulnerable to rate advances—who cannot 

5 Op. cit., p. 127 
6 Ibid., p. 130. 
1 Ibid., p. 131. 
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pass them on—and whose prices are vulnerable to any reduction in 
aggregate demand. . . [brought about by monetary policy].” 8 

The consequences are that monetary policy especially depends for 
its success on its impact on small firms operating in competitive 
markets and “. . . while the case cannot be proven, there is a strong 
probability that in the last couple of years the effect of monetary 
policy has been to ration credit from all sources away from smaller 
firms in the competitive sector and to larger firms in the oligopolis¬ 
tic sector.” 9 

It is abundantly clear that Galbraith’s discriminatory impact of 
monetary policy rests principally upon a presumed difference in the 
reaction of firms in competitive and oligopolistic industries to 
increases in interest rates and aggregate demand. Moreover, much 
of this difference is attributable to the assumptions that the latter 
do not maximize short-run profits and, curiously, that the demand 
for capital by oligopolists is insensitive to changes in the rate of 
interest. 

Two scenarios can be inferred from Galbraith’s analysis, one for 
the competitive, small business sector, and another for the oligopol¬ 
istic, large business sector. In both cases inflationary conditions are 
assumed, with product demand rising in the industries representing 
these different market structures. Also, in both cases, monetary 
policy has caused a rise in interest rates and credit rationing by 
commercial banks. 

In the competitive case, the increase in demand will result in a 
contemporaneous increase in prices. The individual firm adjusts 
output to maximize profit by producing additional product to the 
point where marginal cost is equal to the new, higher, marginal 
revenue. But monetary policy is bringing about higher interest 
rates, which raises the marginal cost of capital to the competitive 
firm. Since such firms have no power to pass on these increased 
costs, in the first instance, both investment and output will be 
curtailed. Thus, the higher interest rates generated by monetary 
policy will be effective in the competitive sector as the component 
firms are led to borrow less than before, and to curtail their 
demand for capital goods. This in turn will lower labor demand, 
reduce income and consumption and generally cause all demand 
curves to shift to the left. For the competitive sector the demand 
effect will immediately result in falling prices, and a further 
reinforcement of the objectives of the stringent credit policy of the 
central bank. Moreover, Galbraith argues that credit rationing by 
commercial banks will especially impact on the competitive, small 
business sector. We will return to this latter point in a moment. 

The second scenario involves the reactions of oligopolists. With 
regard to the effects of the initial increase in demand, Galbraith 

8 Ibid. 
9 Ibid., p. 133. 
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contends, for a variety of reasons,10 prices will not rise in the short- 
run, and will not adjust to demand for a significantly long period in 
terms of monetary policy effectiveness. The most important reasons 
Galbraith gives for this behavior are (1) that oligopolists may be 
assumed not to have a short-run profit maximization goal and (2) 
that oligopolists are more likely to respond to a demand increase by 
expanding output and accumulating backlogs than by increasing 
prices.* 11 The crucial result of this behavior is that “at any given time 
there will ordinarily be a quantum of what may be called unliqui¬ 
dated monopoly gains in the inflationary context . . . prices can at 
any time be raised and profits thereby enhanced.” 12 

Because of these factors, the higher interest cost inherent in the 
restrictive credit policy pursued by the central bank can be either 
absorbed or passed on.13 

Thus, Galbraith concludes that large businesses have the power to 
escape the impact of rising interest rates.14 Moreover, these firms 
will not experience the demand effects of monetary policy until 
after policy has curtailed investment and output in the competitive 
sector. 

Criticism of this analysis may be directed along several lines. To 
dispose of the most obvious first, it is apparent that Galbraith’s 
analysis of discrimination via credit rationing suggests some reasons 
why banks may prefer large borrowers over small in any case,15 and 
fails to present a convincing case that such discrimination increases 
as a result of stringent credit policy. He argues in this latter regard 
that “obviously the least creditworthy borrowers will be those who 
are vulnerable to rate advances . . . and whose prices are vulnera¬ 
ble to any reduction in aggregate demand.” 16 This, at best, is not 
obvious; standing alone, as * it does, the statement is a gross 
oversimplification of the complex credit decisions made by commer¬ 
cial banks;17 at worst, it does not conform to widely-known facts 
concerning these decisions. 

Unfortunately, Galbraith’s main case for small business discrimi¬ 
nation rests on unproved assumptions about the behavior of 
oligopolists, specifically that they do not maximize profits and more 

10 Including (1) assumed non-profit maximization discussed subsequently, (2) inter¬ 
dependence of price decisions among the several firms leading to “sticky” prices, (3) 
price leadership, and (4) the existence of excess capacity. All of these are cited in the 
conventional oligopoly literature as reasons why oligopolists’ prices do not respond quickly 
to demand changes. 

11 Ibid., p. 127. 
12 Ibid., p. 130. 
13 Ibid. 
14 Ibid., p. 131. 
15 “We may assume that when loans are rationed the excluded borrowers will be 

those with the least credit-worthiness, the lowest profitability as clients or, conceivably 
with the lowest capacity to resort to competitive supply [of finance].” Ibid., p. 131. 

16 Ibid. 
17 It is not unreasonable to suggest that few loan officers are aware, a priori, that 

a firm which is experiencing an increase in demand in a competitive industry in which 
prices are currently rising will be unable to absorb higher interest costs or that the 
ultimate effect of monetary police will be a fall in demand and lower prices. 
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or less continually have an unrealized margin of profit to shield 
them against rising interest rates, thus enabling them to pass on 
higher investment costs to the public without reducing either 
investment expenditures or output. This, theoretical analysis, which 
has a long tradition among some organizational economists, is 
subject to a continuing debate with regard to its empirical validity. 
Space limitations preclude examination of this literature, but it is 
not unreasonable to suggest that the empirical question is still 
open.18 

With regard to the principal implication of the analysis, that 
discrimination against small business is possible because small and 
large businesses have different abilities to acquire finance in 
stringent credit periods, Professor Meltzer’s study is instructive.19 

The Meltzer Critique of Galbraith 

Professor Meltzer analyzed data on planned investment and 
actual investment of large and small firms for the years 1950-55. 
From these data he derived a series of ratios, P/A, representing the 
relationship of planned investment (P) to actual investment (A) 
undertaken. In addition he calculated the rates of change, in each 
year, of both planned and actual investment for small and large 
firms. These ratios are reproduced in Table I.20 

TABLE I 

CHANGES IN INVESTMENT BY SMALL 
AND LARGE FIRMS, 1950-55 

Large Firms Small Firms 

A P/P A A/A P/A A P/P a a/a P/A 
(1) (2) (3) (4) (5) (6) 

1950 .998 1.115 
1951 + .32 + .38 .901 + .51 + .59 .920 
1952 + .42 + .35 1.010 -.05 -.20 1.044 
1953 -.08 -.20 1.119 -.08 -.21 1.172 
1954 -.51 -.43 1.061 -.84 -.56 .994 
1955 + .18 + .14 1.104 + .20 + .22 .979 

The following may be observed from the above Table: 
1. In both 1951 and 1955, periods of rising interest rates, 

changes in planned and actual investment were positive for 
both size groups, indicating an increase in both planned and 
actual investment for large and small business. 

is p0r example, see Professor Baumol’s criticism of Galbraith’s conclusion in Compen¬ 

dium of Papers Submitted by Panelists Before the Joint Economic Committee, March 31, 1958, 
pp. 55-56. 

19 Meltzer, Op. cit. 

20 Ibid., p. 414. 
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2. In 1951, the percentage increase in both planned and actual 
investment was greater for small firms than for large, and the 
increase in actual investment was greater than the percentage 
increase in planned investment for both groups. 

3. In 1955, small firms increased planned investment by 
approximately the same percentage as large firms, but they 
increased their actual investment by a greater percentage than 
the large firms (and also by more than their own planned 
investment). 

4. Columns (3) and (6) show the ratios of planned to actual 
investment for the two groups. A ratio greater than 1.0 
indicates that planned investment exceeds actual; and a ratio 
smaller than 1.0 indicates that actual investment exceed that 
which was planned. 

These results would not indicate discrimination against small 
firms. Recognizing that the sample used in this study might be 
biased, Meltzer selected a second sample of firms which were 
“small” or “large” in the year 1955 and for which data were 
available for each of the six years. The results are given in Table 11. 

TABLE II 

CHANGES IN INVESTMENT BY SMALL 
AND LARGE FIRMS, ADJUSTED SAMPLE, 1950-55 

Large Firms Small Firms 

A P/P a a/a P/A A P/P A A/A P/A 
(1) (2) (3) (4) (5) (6) 

1950 1.008 .686 
1951 +. 30 + .32 .986 + .34 + .24 .785 
1952 + .13 + .04 1.082 + .04 -.09 .898 
1953 -.17 -.24 1.146 -.40 -.06 .685 
1954 -.12 + .02 1.007 +. 36 + .04 ^ 1.032 
1955 + .08 -.03 1.128 + .26 + .28 1.004 

These results differ somewhat from those of Table I. In 1951 the 
small firms increased their planned investment by more than large 
firms, but increased their actual investment by a smaller percentage 
than both their own plans and the actual investment of large firms. 
(Evidence of discrimination.) However, the 1955 results were 
reversed; small firms increased their actual investment slightly more 
than they increased their plans and considerably more than the 
large firms increased either planned or actual investment. 

Meltzer concludes that “the data deny the proposition that the 
growth of smaller firms was restricted in the years of rising interest 
rates ... It is difficult to conclude from this that credit policy in 
1951 and 1955 discriminated against smaller firms [or] favored 
larger firms.” 21 With some reservations about the representative- 

21 Ibid., p. 415. 
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ness of the samples (which is given for Table II in his Table 3, not 
reproduced here), we are inclined to agree with this conclusion. 

Both Galbraith and Meltzer emphasize the desirability of using 
change in aggregate investment as the criterion for determining the 
possible discrimination of monetary policy. As we shall presently 
see, this, rather than bank credit or any other single credit variable 
is the proper one to use in such tests. Tests using “bank credit 
extended,” for example, can only shed fragmentary light on the 
issue; but this is not to say that such studies are not useful, since 
economists may legitimately explore the possibility of partial dis¬ 
crimination generated in specific sectors of the financial market. 

Professor Meltzer, in a study published in I960,22 points out the 
hazards of using the extensions of bank credit to small and large 
firms as definitive evidence of discrimination. Using the restrictive 
monetary period 1955-57 for study, he found that, while banks 
extended total credit to various-sized firms roughly in proportion to 
their total assets, there was a substantial redistribution of bank 
credit (and other sources of finance) from large firms to small; 
hence “consideration of sources of funds gives little indication that 
the banking system .discriminated sharply against the smallest firms 
in the manufacturing sector” 23 when such reallocation is taken into 
account. The redistribution was mainly accomplished by means of 
extensions of trade credit. 

Professor Mayer has warned against the unqualified use of trade 
credit, however, as a vehicle for testing the discrimination hypothe¬ 
sis. In a criticism of Meltzer,24 Mayer offers two significant points. 
First, he observes that a meaningful analysis must take account of 
the cost as well as the availability of credit. That is, trade credit is 
notoriously expensive, both directly and possibly through an 
adverse effect upon the firm’s credit standing. 

Secondly, Professor Mayer notes that trade credit is a competitive 
weapon to be employed by small and large firms alike. If, therefore, 
smaller firms have difficulty in extending trade credit because they 
have difficulty in borrowing, they are at a competitive disadvantage. 
“Thus,” Mayer concludes, “when one considers the industry extend¬ 
ing trade credit as well as the industry receiving it, it is not at all 
certain that the growth of trade credit in a period of tight money 
does, on the average, help small firms vis-a-vis large ones.” 25 

The 1958 Federal Reserve Study 

In 1958, the Federal Reserve System published the results of a 
study of small business financing which, in several respects, touched 

22 “Mercantile Credit, Monetary Policy and Size of Firms,” The Review of Economics 
and Statistics, Vol. 42, November 1960, pp. 429-437. 

23 Ibid., p. 434. 

24 Thomas Mayer, “Trade Credit and the Discriminatory Effects of Monetary Policy,” 
The National Banking Review, Vol. 3, No. 4, June 1966, pp. 543-545. 

25 Ibid., p. 545. 
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on the issue of monetary policy discrimination.26 A significant 
aspect of the study involved surveys of major sources of small 
business funds, on both a subjective, interview basis and on the basis 
of data supplied by intermediaries. On the basis of these surveys, 
the Federal Reserve authorities came to the following major 
conclusions with regard to the possibility of a differential impact of 
a restrictive credit policy: 

Shifts in the amount and form of financing flowing to 
various sizes of business are known to take place from 
time to time. It is difficult, however, to determine from 
available evidence which particular shifts reflect specific 
changes in individual firm creditworthiness and which 
reflect changes in general business and credit conditions 
or secular modifications in business organization. Simi¬ 
larly, from aggregate information presently available, it is 
almost impossible to ascertain to what extent financing 
shifts reflect changes in credit availability and to what 
extent they reflect alterations in credit needs and de¬ 
mands. 

It could be ascertained that the predominant credit 
suppliers of small business—small banks and large busi¬ 
ness—were less affected by changes in general credit 
conditions than some other parts of the financial struc¬ 
ture. During the 1955-1957 period small banks experi¬ 
enced much more deposit growth and less constriction of 
reserve position than did the large banks in major 
financial centers. Big banks, under greater deposit and 
reserve pressure, nonetheless faced a greater loan de¬ 
mand. Consequently, they found it necessary to be heavy 
sellers of the United States Government securities at 
declining prices. Small banks, meanwhile, had sufficient 
available funds to be able to add to their holdings of 
Government securities during most of the period of 
business expansion. 

Behind the heavy loan increases at large banks was a 
rapidly rising demand for funds from large businesses. 
Increased interest rates, and in some cases more restrictive 
terms (e.g., limited maturities and higher compensating 
deposit balances) accompanied these growing borrowings, 
but for the large firms willing to pay this price bank credit 
continued to be available in the volume desired. Promi¬ 
nent among the needs so financed was an increase in net 
receivables due from smaller firms, which rose propor¬ 
tionately during the boom. 

No class of supplier of small business credit reported any 
appreciable policy of curtaining its small business lending 
between 1955 to 1957, although some trade creditors felt 
that bank credit to their smaller customers was not 
expanded enough to suit the needs of aggressive market¬ 
ing. Survey data indicated a smaller growth in bank loans 

26 Financing Small Business; Report to the Committees on Banking and Currency and 
the Select Committees on Small Business, U.S. Congress, by the Federal Reserve System, 
Parts I and II, April 11, 1958. 
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to small business than in bank loans to large business, 
both by industry and total. The fact that such disparities 
did not tend to become greater among the banks under 
greater pressure suggests, however, that such occurrences 
were not primarily tne result of a differential impact of 
restrictive monetary policy. Another, and perhaps the 
major reason for such a trend was a difference in the 
demand for funds between small and large firms. Another 
contributing factor may have been the greater deteriora¬ 
tion in creditworthiness of small as contrasted to large 
businesses over the recent economic expansion. 

Small firms may not in fact have matched the pace set by 
large firms in loan requests because of less stimulating 
sales records, poorer market outlook, fewer investment 
possibilities, or any of a number of other factors on which 
small-business operating experience could prove inferior 
to that of its larger counterparts.27 

In a nutshell, the Federal Reserve interpreted its findings, which 
generally indicated an overall slower growth of funds available to 
small business than to large, as being largely attributable to 
differences in the demand for funds by these size-groups; in effect, it 
denied allegations that such differentials were due to induced 
changes in the supply of funds generated by a restrictive monetary 
policy. Unfortunately, the basis for such a judgment was statistically 
weak. 

It is extremely difficult to evaluate the evidence of the massive 
Federal Reserve study. In the first place, the investigators made few 
attempts to utilize modern statistical techniques in the testing of 
hypotheses: the study was undertaken before the advent of these in 
the research departments of the System. Secondly, some critics of 
this effort contend that putting the Federal Reserve to the task of 
discovering whether or not its policies are discriminatory against 
small business is similar to asking a public utility whether or not its 
prices are reasonable.28 But such a criticism is perhaps unfair, since 
a close reading of the System’s Report reveals, in spite of the 
conclusion above, passages that can be interpreted as evidence of 
discrimination. The fact that this evidence was reported at all, even 
though submerged in the text, indicates that the System was not 
engaging in a white-wash of its impact on small firms. 

Only a small part of the study was directed to the specific 
question of a differential impact of monetary policy. Indeed, the 
major thrust of the investigation was to discover the “adequacy” of 
the supply of funds to small businesses, including short- and long¬ 
term credit of all kinds, and equity capital. It is hardly necessary to 
point out that the question of credit and equity gaps in the small 

27 Ibid., pp. 368-69. 

2M The discrimination issue had (and has) political overtones, of course; many of the 
Congressional enemies of the Federal Reserve would be only too happy to have evidence 
that discrimination exists. Specifically, those who are philosophically opposed to tight 
money or high interest rates would use this evidence to reduce the independent power 
of the Federal Reserve. 
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business sector is quite different from the question of a differential 
impact of restrictive monetary policies. 

The Bach-Huizenga Study 

Perhaps in recognition of the unsatisfactory treatment of the 
discrimination issue in its 1958 study, the Federal Reserve Board 
made its 1958 study data available to Professors G. L. Bach and 
C. J. Huizenga (B-H hereafter), whose subsequently published study29 
constituted the most ambitious attempt, up to that time, to test the 
differential impact hypothesis as it applied to commercial bank 
credit. 

Two hypotheses were tested by B-H, First, that tight money led 
banks to discriminate against small borrowers in lending to business 
and second, that tight money led banks to raise interest charges 
especially to small borrowers. As noted above, these are partial tests 
of the discrimination hypothesis, concerned exclusively with the 
impact of restrictive credit policy on the supply of commercial bank 
loans. Thus, at best, B-H’s results could only yield partial evidence 
of the existence or absence of a differential impact of monetary 
policy on small firms. 

The sample selected for this study consisted of 1700 Federal 
Reserve member banks each of which reported loan data for both 
October, 1955 and October, 1957, a period in which monetary 
policy became increasingly restrictive. The sample covered nearly 90 
percent of all commercial and industrial loans of member banks. 

In selecting a means of testing the above hypotheses, B-H elected 
to compare the lending behavior of banks that were regarded as 
“tight” in terms of lending capacity with those that were identified 
as “loose.” The authors presumed that if the tight banks, which 
were assumed to be most affected by the Federal Reserve’s 
restrictive credit policy, expanded their loans to small and large 
business in a manner different from the loan expansion of loose 
banks, inferences could be drawn concerning the first hypothesis. 
Specifically, if the proportion of total loan expansion flowing to 
small firms from the tight banks were less than the proportion at 
loose banks, the results could be interpreted as confirming the 
discrimination hypothesis. On the other hand, if opposite results, or 
no significant differences in lending behavior were obtained, the 
hypothesis could be rejected. 

For the purposes of dividing the sample into tight and loose 
banks B-H combined two criteria. First, they divided the 1700 banks 
into two halves according to their “looseness” in October, 1955, 
which was indicated by the ratio:30 

Free Reserves + Government Treasury Bills and Certificates 
Total Deposits 

29 G. L. Bach and C. J. Huizenga, “The Differential Effects of Tight Money,” The 
American Economic Review, Vol. 51, March 1961, pp. 52-80. 

30 The higher the ratio, the looser the bank in 1955. 
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Next, the banks in each half of the above rankings were further 
stratified by their percentage increase in deposits over the period to 
measure change in tightness. To obtain the final grouping, the 
ranking of 1955 and the ranking by increase in tightness were 
combined. The banks in the tighter half of the 1955 ranking were 
further divided into two equal groups according to the degree to 
which their tightness had increased over the period. The tightest 
quartile of the sample thus consisted of those banks in the tight 
group in 1955 which showed the greatest increase in tightness 
(measured by the lowest percentage increases in deposits 1955- 
1957). Similarly, the loose banks in 1955 were divided into two 
further groups, with the loose quartile identified as those which had 
experienced the greatest percentage increase in deposits over the 
period. The 50 percent of the sample remaining was classified as 
the “medium” group.31 Finally, data were analyzed for five different 
size groups of banks. 

B-H interpreted their results, in the main, and with a few minor 
exceptions, as rejecting the first discrimination hypothesis. “Wide¬ 
spread criticisms of tight money as unfairly discriminating against 
small borrowers . . . are not supported by this data.” 32 

This conclusion did not go unchallenged. Not only were questions 
raised about B-H’s tests, but also with regard to the interpretation 
of their results. Professor Carson raised these questions in 1961 33 
and others have elaborated upon the deficiencies in the study. 

Carson points out that B-H’s conclusion that “changes in loans to 
various borrower groups . . . [reflect] primarily differences in loan 
demands, rather than discrimination by lenders . . .” 34 involves an 
assumption that is not demonstrated by any evidence presented in 
their paper. Apparently they derived this assumption from the 1958 
Federal Reserve study discussed above, where it was also largely 
unsupported by evidence. This introduces a contrary possibility, the 
assumption that demand for loans was substantially different for 
different borrower-sizes. Since we have no hard evidence to support 
either assumption, the B-H conclusions are highly suspect.35 

Carson also challenged B-H’s interpretation of their results. 
Discrimination was clearly evident in the case of one of the five 
bank classes ($500-1,000 million deposits), which B-H treat as an 
exception. More importantly, their interpretation of the next 
smaller bank size ($100-500 million) results is clearly suspect; they 
conclude that “this evidence appears . . . clearly to reject the 
hypothesis that tight money led banks to discriminate against small 
borrowers.” 36 Examination of the following Table, reproduced 
from their paper, will make this criticism abundantly clear. 

31 Op. cit., pp. 57-58. 
32 Ibid., p. 79. 

33 Deane Carson, “The Differential Effects of Tight Money: Comment,” The American 
Economic Review, Vol. 51, December, 1961, pp. 1039-42. 

34 B-H, Op. cit., p. 79. (Italics supplied). 
35 Carson, Op. cit., p. 1041. 
36 B-H, Op. cit., p. 66. 



TABLE III* 

INCREASE IN LOANS TO BUSINESS BORROWERS 
AT MEDIUM-SIZE BANKS, OCTOBER 1955- 

OCTOBER 1957a 

Assets of Borrower 
(000’s omitted) 

Per Cent Increase in Loans at: 

Loose 
Banks 

Medium 
Banks 

Tight 
Banks 

Under $50 21 -11 -13 
$50-250 76 10 5 
$250-1,000 72 25 25 
$1,000-5,000 72 50 30 
$5,000-25,000 90 49 30 
$25,000-100,000 266 104 14 
$100,000 and over 25 30 22 

* B-H, Op. cit., p. 66. 
a Commercial and industrial loans plus real estate loans to businesses at all 

member banks with total deposits of $100-500 million as of October 1955. 

By far the largest proportion of small businesses have assets less 
than $1 million. Comparing the differences in percentage loan 
expansion at loose and tight banks between firms with less than and 
greater than $1 million assets reveals the following: 

1. The 3 percentage point difference found for the largest size 
firms is clearly smaller than the differences for each of the 
three categories of small firms, indicating discrimination. 

2. The above results are reversed for the next largest size firms, 
indicating reverse discrimination in favor of small firms on a 
comparative basis. 

3. The third largest category of firms offers a comparison 
similar to (2) above with a smaller order of magnitude. 

4. The fourth largest firms had smaller percentage point 
differences at loose and tight banks than did the small bank 
categories, indicating discrimination. 

5. The smallest size firms (under $250 thousand in assets) fared 
relatively much worse than the largest firms, comparing loan 
changes at loose and tight banks. 

Without further evidence concerning loan demand by borrowers 
of various sizes the B-H interpretation of this Table (as well as 
others they present) is subject to question. Moreover, for all banks 
combined, their data indicate the existence of slight discrimination; 
this is discounted, in their interpretation, by the heavy influence of 
the largest banks and deficiencies in the data.37 

Professor Carson has also questioned the methods B-H use to 
classify banks, mainly on the grounds that the 1955 division was 
based on a ratio that quite possibly could lead them to incorrect 

37 Ibid., p. 67. 
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assignment of banks. Briefly referring to the B-H ratio above, it can 
be seen that the numerator includes Treasury bills and Certificates 
plus free reserves. Bills and Certificates (which mature within one 
year) comprised only 56 percent of Government debt maturing 
within one year held by commercial banks in October, 1955. Thus, 
the omission of 44 percent of such debt could seriously compromise 
the legitimacy of the rankings made by B-H. For example, a bank 
might hold liquidity in the form of maturities within one year in 
other than Bill or Certificate form in exactly the same amount as a 
second bank which held such Bills and Certificates. The first would 
(other things equal), fall into the tight category, while the second 
would be classified as loose.38 It is hardly necessary to note that a 
misclassification of this kind would seriously affect the results. 

INTEREST RATE DISCRIMINATION 

B-H’s second hypothesis concerned interest rate discrimination. 
Here they examined evidence from loose and tight banks with 
regard to relative interest rate increases charged small and large 
borrowers. They conclude that “the hypothesis that tight money 
raised interest costs especially to small borrowers is clearly rejected 
by the data.” 39 Indeed, average interest rate increases were greater 
for large borrowers than for small over the period 1955-57. B-H 
partially attribute this to the fact that small borrowers were, in 
1955, already paying rates close to the ceilings imposed by many 
state laws.40 Professor Tussing has commented on this explanation, 
pointing out that 

These two important facts—the similar interest-rate behav¬ 
ior at tight and loose banks and the constraints limiting 
interest-rate increases—must be considered together be¬ 
cause they imply discrimination against borrowers whose 
market equilibrium interest rates rise enough to exceed 
the . . . maxima. If market forces and rational asset 
management lead to higher absolute interest rates for 
small than for large borrowers, and if the entire structure 
of interest rates moves upward because of tight money, 
the bank manager—whether his bank is loose or tight— 
has little choice but to cut back on lending to small 
borrowers ... It is emphasized that these discriminatory 
effects would follow quite logically from Bach and Hu- 
izenga’s own data and . . . description of behavior 
patterns.41 

38 Carson, Op. cit., p. 1040. 

39 B-H, Op. cit., p. 79. These data are not presented in their paper in a form that 
would permit thorough review and analysis. Tables and charts showing increases in 
rates for various-sized firms at loose and tight banks are conspicuously absent. 

40 It should be pointed out, however, that such an explanation would not apply to 
corporate small borrowers who are often exempt from usury ceilings. 

41 A. Dale Tussing, “The Differential Effects of Tight Money: Comment,” The American 
Economic Review, September, 1963, p. 742. 
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In other words, there seems to be some discrepancy between the 
finding that banks do not discriminate in lending as a result of 
monetary restraint and the assertion that lower interest rate 
increases to small borrowers was due to institutional constraints. 
The second finding should have led to finding greater discrimina¬ 
tion than B-H in fact did—or are bank managers irrational? 

Further Evidence on Interest Rate Differentials 

Professor Carson’s 1963 study42 sheds further light on the 
question of interest rate discrimination against small business during 
periods of restrictive credit policies. This study utilized data from 
surveys of member banks lending to manufacturing firms made by 
the Federal Reserve Bank of Boston, covering banks and firms in 
the First Federal Reserve District. Such surveys were conducted in 
1946, 1955 and 195 7 43 and were based upon a random stratified 
sample of member banks. These data permitted comparison of 
interest rate changes for loans to both large and small firms in 
major SIC manufacturing classes during the period 1955-57. The 
general picture that emerged from this study was that 

While the short-term rate differential between large and 
small firm borrowers did not increase significantly over 
the period ... a marked increase took place on term 
loans. This large change, which worked against small 
firms, seems unrelated to any factors other than the 
increasing general shortage of bank loan expansion capac¬ 
ity and the relatively inelastic demand for such [term] 
loans by small firms. Herein lies the clearest evidence of 
the discriminatory impact of tight monetary policy that the 
author has [found].44 

Carson attributed the observed differences in short and long-term 
differential changes in rates to the fact that while both small and 
large firms have many alternatives to bank short-term loans, the 
sources of long-term funds (including equity) are very much more 
limited for small than large enterprises. Faced with an overall large 
demand for term-loans, and rising opportunity costs, commercial 
banks use the interest rate to ration available credit in a rational 
fashion, thus taking discriminatory advantage of differences in loan 
demand elasticities. And this is especially pronounced behavior 
when banks have an overall shortage of loanable funds and when 
investment securities yields are rising in a restrictive monetary 
environment. 

These conclusions differ sharply from those of B-H, a fact which 
may be due in part to the differences in samples employed in the 
two studies. Furthermore, Carson found little evidence to support 

42 Deane Carson, The Effect of Tight Money on Small Business Financing. AReport prepared 
for the U.S. Small Business Administration (Brown University, 1963). 

43 The surveys for 1955 and 1957 were part of the 1958 Federal Reserve Study men¬ 
tioned above, and used by Bach and Huizenga. The latter’s interest rate study, of course, 
covered the banks in all 12 Federal Reserve Districts. 

44 Carson, Op. cit., p. 77. 
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the demand for loan explanation of rising differentials over the 
period. The supply of term loans to small business grew by less than 
4 percent over the period, and by 36 percent for large firms.45 In 
other words the rising differential between term loan rates charged 
small and large borrowers cannot reasonably be attributed to 
demand differentials. 

The Department of Commerce - Wharton Survey 

In 1966, monetary policy became increasingly restrictive; after 
April and into October, the money supply declined (after a rapid 
previous rate of growth), and interest rates rose to their highest 
levels since the 1920’s. This period, then, constituted one in which 
the differential impact of monetary policy could be observed and 
tested. 

In 1967, economists connected with the Department of Com¬ 
merce and the Wharton School of the University of Pennsylvania 
undertook the task of measuring the impact of monetary policy on 
business investment.46 In gathering data regarding the impact of 
tight money on plant, equipment and inventory expenditures, the 
survey permitted comparisons by size of firms. 

Since the main objective of the Wharton-Commerce (W-C here¬ 
after) study was not to test the discrimination hypothesis, the 
structure of the study was not ideally suited to such a test. 
Nevertheless, the results offer some further evidence in this 
regard.47 

Firms were asked a number of questions concerning the impact of 
financial developments in 1966 on their 1966 outlays for plant and 
equipment and inventory, and on planned investment for 1967. 
The two Tables below summarize the responses of various sized 
firms. 

Referring to the first Table, line 1 indicates that a relatively small 
percentage of firms in all size classes declared that their 1966 
outlays for plant and equipment had been reduced because of 
developments in the financial markets during the tight money 
period that existed in 1966, and a somewhat larger percentage of 
all sizes of firms indicated that their 1967 plans for such expendi¬ 
tures had been affected. (William H. White has cogently argued that 
these modest results understate the true percentages by at least one- 
half, largely due to technical defects in the survey questionnaire).48 
Be that as it may, there is a striking lack of substantial differences 
in the percentages of firms indicating reductions in both outlays 

45 Ibid., p. 74. 
46 Jean Crockett, Irwin Friend and Henry Shavell, “The Impact of Monetary Stringency 

on Business Investment”, Survey of Current Business, Vol. 47, August 1967, pp. 10-26. 
47 The methodology of the study, and the validity of its results, have been vigorously 

attacked by William H. White, “Effects of Tight Money on 1966 Business Investment: 
The True Findings of the Commerce Department-Wharton Survey,” Journal of Money 
Credit and Banking, November, 1971, pp. 446-460. This criticism, we believe, is largely 
justified. 

48 White contends, for example, that it was much easier for respondents to deny 
tight money effects than to admit them, since the latter response required answering 
a complex set of additional questions, while a negative response did not. Ibid., pp. 448—49. 
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and plans across the size groups. The smallest and largest size 
classes, for example had essentially the same percentages. 

The average reduction in 1966 outlays and planned expenditures 
for 1967 (line 2) was clearly greater for the smaller firms. This is 
also true of the aggregate reduction as a percentage of outlays (line 
3). Taken together, this seems to indicate that small firms were 
more affected by financial market developments than the larger 
enterprises, constituting partial evidence of discriminatory effects of 
monetary policy. 

Interestingly enough, and somewhat surprising, is the relative 
importance of interest rates and financial supply as a cause of plant 
and equipment reductions (lines 4-6). In general, small firms were 
less affected by interest rate increases than were larger firms, and 
more affected by the decline in the stock market and credit 
rationing by financial intermediaries. As expected, however, small 
firms were less affected by difficulties in raising equity funds (line 
7).49 

Turning to Table V, which concerns itself with inventory 
investment in 1966 and inventory plans for 1967, we observe that a 
substantially larger percentage of small firms were affected than 
larger enterprises (lines 1-3). The remaining comparisons are 
essentially similar to those made for plant and equipment expendi¬ 
tures and plans for such expenditures. Overall, then, these survey 
results tend to confirm the hypothesis of a differential impact of 
monetary policy, insofar as they are not seriously biased by 
deficiencies in the survey design and selection of valid responses.50 

In 1969-70 monetary policy again became restrictive and, by 
some measures, considerably more so than in 1966. Responding to 
this further opportunity to measure the impact of monetary policy 
on business investment, economists in the Department of Commerce 
and the Securities and Exchange Commission surveyed firms along 
the lines of the W-C study of 1967.51 

The Commerce - SEC 1971 Survey 

This survey again permitted size comparisons for the impact of 
monetary policy on business investment. The results are given in 
Tables VI, VII and VIII. 

49 The results reported in lines 5 and 7 are not inconsistent, as they might first appear. 
One interpretation of the relatively large effert of the stock market decline on small 
firms is that they use sales of stock (from owner-manager portfolios) to finance plant 
and equipment expenditures. A decline in stock price averages, therefore, would tend 
to inhibit the use of this source of funds. 

50 One of the inferences drawn from this study was that monetary control had little 
general effect on aggregate investment spending; moreover, policy had very small effects 
on the small business sector of the economy. However, as the authors point out, the 
lags in the effect of tight money are long (but apparently shorter for small business 
firms). It might also be suggested (which the authors do not) that the survey results 
did not pick up the ultimate and total effects of monetary policy on business investment. 
In any case, the results differ sharply from other studies of the effect of tight money 

on aggregate investment expenditures. 
51 Henry Shavell and John T. Woodward, “The Impact of the 1969-70 Monetary 

Stringency on Business Investment,” Survey of Current Business, Vol. 51, December, 1971, 

pp. 19-32. 
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A smaller percentage of small firms reported that financial 
conditions had reduced their 1970 plant and equipment expendi¬ 
tures than did larger firms, a substantially different result from the 
1967 W-C study. For inventory investment, the smallest firms 
reported a percentage affected which was slightly greater than the 
average for all firms combined and the largest size group. Small 
firms, however, experienced a greater percentage reduction of all 
kinds of investment expenditures than did large firms, a finding 
similar to the 1967 survey and one that tends to confirm a 
differential impact of monetary restraint. 1971 programs were also 
affected in a similar way to the 1967 programs when business size 
classes are compared. There is also rough similarity to the 1967 
survey with regard to the factors in the financial markets mentioned 
as responsible for reduced outlays. Particular note should be taken 
of the relatively small impact of interest rate increases, and greater 
impact of credit availability, on the small-sized firms. 

These results should be considered in light of criticism of its 
statistical procedures; as in the 1967 survey, William H. White has 
raised substantial issues in this regard and contends that the survey 
results seriously underestimate the impact of policy on business 
investment.52 Nevertheless, the regularities found in percentage 
responses by size of firm in the two surveys may be interpreted, 
with some caution, as confirming the existence of a differential 
impact of monetary policy. If, indeed, these results are reliable, two 
conclusions emerge. First, monetary policy has a greater tendency to 
reduce investment expenditures of small firms than of large; and 
second, the impact of monetary policy is transmitted in different 
channels to small and large enterprises. Specifically, with regard to 
the latter conclusion, small firms seem especially affected by credit 
rationing by financial intermediaries, while less affected by rising 
interest rates than their large counterparts. This uneven effect of 
credit rationing by financial intermediaries is given theoretical 
support by Luckett,53 and empirical support by Christian and 
Mazek,54 all of whom acknowledge a debt to Hodgman.55 

The Credit Rationing-Discrimination 
Issue 

Much of the literature pertaining to alleged monetary discrimina¬ 
tion against small business has involved the issue of discriminatory 

02 William H. White, “The Interpretation of New Evidence That 1969-70’s Tight 
Money Did Not Restrict Business Investment,” unpublished manuscript dated August 
30, 1972. 

53 Dudley G. Luckett, “Credit Standards and Tight Money,” Journal of Money, Credit 
and Banking, November, 1970, pp. 420-34, especially p. 433. 

54 James W. Christian and Warren F. Mazek, “Corporate Debt Structure and the 
Differential Effects of Monetary Policy,” Southern Economic Journal, Vol. 35, April 1969, 
pp. 359-368. 

55 Donald R. Hodgman, “Credit Risk and Credit Rationing,” Quarterly Journal of 
Economics, May 1960, pp. 258-278. 
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credit-rationing against small business by commercial banks. This 
approach has considerably narrowed the scope of investigations of a 
differential impact of monetary policy to a particular, but highly 
important, sector of the financial market. While no conclusions 
about the overall discriminatory impact of restrictive monetary policy 
can be garnered from this narrow approach, it is nevertheless of 
great value for the assessment of the overall impact. If it can be 
shown that commercial banks do not discriminate in rationing credit 
to firms of various size, as Bach and Huizenga contend, the area for 
possible discrimination would be substantially reduced. 

Professor Hodgman, however, has provided a rationale for an 
expectation that banks will ration credit in a way that differentiates 
against less creditworthy smaller borrowers.56 Hodgman stresses the 
importance of the “customer relationship” (CR). The CR benefit to 
a bank is the profit that a bank derives from a (loan) customer’s 
deposit balance after deducting the cost of servicing the account. 
Revenues from the CR rise with the customer’s deposit balance, 
while average costs fall; therefore large customers, with large 
compensatory and other deposit balances, are more profitable to a 
bank than those who maintain small balances. By deduction, since 
large balances are normally held by large firms, and relatively small 
balances by relatively small firms, the bank manager will favor large 
size borrowers whenever his total credit issuing capacity is less than 
total demands of all creditworthy borrowers, e.g., during a period 
of restrictive Federal Reserve policies. Moreover, small Firms’ 
marginal borrowing capacity is likely to be lower at the start of a 
tight money period than that of larger firms, since the former rely 
at all times more heavily on commercial bank financing. If, then, a 
firm’s credit capacity is marginally low at the beginning of tight 
money, the bank will tend to consider it as failing to meet the bank’s 
normal standards of creditworthiness. Thus the effective demand of 
the firm is reduced, since this term implies both desire for loans and 
ability to meet normal credit standards.57 

Christian and Mazek58 attempt to reinforce the compensating 
balance effect by arguing that in periods of tight money firms 
generally shift toward shorter debt maturities—that is, bank borrow¬ 
ing. Smaller firms then lose out—so the argument goes—because 
larger borrowers have larger bank balances, and these larger 
balances contribute more to bank profits. 

It is not immediately clear to these reviewers why the compensat¬ 
ing balances of several small firms would not in the aggregate 
provide at least the equivalence of a single balance for a large firm. 
Indeed, may it not be presumed that the sum of the small balances 

56 Ibid., Also see his Commercial Bank Loan and Investment Policy, (Champaign, Illinois: 

University of Illinois, 1963), pp. 114-117. 
57 This analysis suggests to us the possibility that “reverse discrimination” may exist 

in favor of small firms during easy money periods. As far as we know, this hypothesis 

has not been tested. 
58James W. Christian and Warren F. Mazek, “Corporate Debt Structure and the 

Differential Effects of Monetary Policy,” The Southern Economic Journal, Vol. XXXV, 

No. 4, April 1969, pp. 359-368. 
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would exceed the single large firm’s balance, because of the 
effectiveness of large-firm market power in negotiations over the 
size of the compensating balance which would redound to the 
relative benefit of the large firm. If this is the case, any alleged cost- 
revenue advantages accruing to the large firm might well be offset. 

An alternative theoretical explanation is given by Gupta.59 Gupta 
observes that bankers are most concerned about what he calls “the 
safety factor” in making loans. This safety factor is a function of 
leverage (L), defined as the ratio of debt to total assets of the firm; 
the expected rate of return (F), defined as the mathematical 
expectation of a firm’s rate of return (before interest and taxes) on 
its total assets; and the variance of the rate of return (<x2), defined 
as the volatility of the rate of return. The safety factor (SF) is 
defined as the probability that the firm will default on the loan 
demanded.60 The loan safety factor at all times tends to be better 
for large firms than for small. 

Thus, at any point in time, loans to small firms are 
characterized by a low safety factor for three important 
reasons: a) their expected profitability (F) is lower; d) their 
stability of expected rate of profit is lower (1/cr2); and c) 
their leverage factor is higher (L) . . . credit costs vary 
inversely with loan-safety factors . . . 
. . . from easy to tight money conditions, the credit cost 
for all safety-factor loans increases . . . Hence, low safety- 
factor loans which were marginally acceptable to bankers 
are no longer acceptable. Banks attempt to decrease the 
proportion of low-safety-factor loans in their total loan 
portfolios. The result is two-fold: (1) The availability of 

59 Manak C. Gupta, “Differential Effects of Tight Money: An Economic Rationale,” 
Journal of Finance, September 1972, pp. 825-38. 

60 Ibid., p. 826. Gupta’s equation is: 

/ 1 \ >1 
SF = fi I 7, —, L ) , 7 — 0; —, L ^ 0 

Vo2 / < o2 
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Where: 

SF == Default-safety or the loan-safety factor 

7 zr Expected rate of return or profitability (income before interest and taxes/ 

total assets) 

o2 zz Variance of r, a measure of its variability 

L = Leverage (total debt/total assets). 
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low-safety-factor loans in the market is reduced (i.e., an 
availability squeeze). (2) There is a differentially greater 
increase in the cost of low-safety-factor loans that still 
remain acceptable to bankers (i.e., a cost squeeze). Thus 
the differentially greater deterioration in the loan-safety 
determinants of high-risk loans (i.e., loans to small firms) 
along with bankers’ pessimistic expectations about the 
continued profitability and survival of small firms, results 
in a differentially larger increase in the credit costs and a 
cutback in credit availability for these firms.61 

Gupta’s assumptions about the parameters involved in the safety- 
factor equation are generally well-grounded in the empirical 
literature dealing with them. It should be observed, moreover, that 
his model of “rational discrimination” successfully builds on and 
extends the earlier models developed by Hodgman and by Christian 
and Mazek. 

The Silber-Polakoff Study 

We conclude our review of the literature on the differential 
impact of monetary policy by examining a recent contribution by 
Professors Silber and Polakoff (S-P hereafter) which has generated 
considerable interest and controversy.62 

S-P’s investigation was motivated by the desire to improve upon 
the statistical tests of discrimination utilized by Bach and Huizenga 
which, as we have previously noted, were less than satisfactory, 
particularly in the matter of isolating the independent effects of 
borrower demand for loans from the supply function. 

S-P first specify a loan-offer function for (1) small and (2) large 
business: 

Lo = U(i„ ib, D, Ss, Sb, Ms, Mb, DD/TD) (1) 
Lb = L*(is, ib> D, S', Sb, M\ Mb, DD/TD) (2) 

where 
Lo = the dollar amount of loans to “small” borrowers at each 

bank 
Lj = the dollar amount of loans to “large” borrowers at each 

bank 
i s = the rate of interest on L 
i b = the rate of interest on Lb 
D = demand plus time deposits at each bank 
Ms = the average maturity of small business loans at each bank 
Mb = the average maturity of large business loans at each bank 
Ss,b = the percent of loans to each size category that are secured 
DD/TD = the ratio of demand to time deposits at each bank. 
S-P’s methodology involved estimating the loan-offer equations 

for five different business size groups in each of two years, 1955 
and 1957, using data from the Federal Reserve studies (mentioned 
above) for the Second District. Thus, S-P’s data are a sub-set of the 

61 Ibid., pp. 836-37. 
62 William L. Silber and Murray E. Polakoff, “The Differential Effects of Tight Money: 

An Econometric Study,” The Journal of Finance, Vol. 25, March 1970, pp. 83-97. 

229 



national data employed in both the Federal Reserve 1958 study of 
small business financing and in the B-H investigation. The differing 
results obtained by S-P should be evaluated with this in mind. 

S-P point out that the crucial variable indicating whether or not 
banks “desired” to discriminate is the deposit variable, and particu¬ 
larly the term 

"sd 

which gives the proportion of the marginal dollar of deposit 
received by each bank “that it would like to put into Ls, holding 
everything else constant. Since we are holding all factors constant 
(including credit worthiness), there seems to be no reason for the 

xt s /xn SI b /SD 
following ratio, namely-g5 — , to be different from vT t /&fT > 

5 7 8L57 /SD sSLg7/SD 
where 55 and 57 refer to the years 1955 and 1957. If 8Ls/SD falls 
in 1957 compared with 1955 due to tight money, there is no reason 
for that change to be relatively different from the change in 8Lb/ 
SD. If SLs/SD falls . . . relatively more than the fall in 8Lb/8D 
between those two years, it can only result from desired discrimina¬ 
tion by banks against small business. Obviously, if 8L78D falls while 
SLb/SD rises . . . this would be evidence of a very strong desire to 
discriminate against small-business borrowers by the banking sys¬ 
tem.” 63 

As previously noted, S-P divided business borrowers into five size 
categories.64 For each loan category, S-P constructed a weighted 
average interest rate (i 1, i2, ... is); and a weighted average 
maturity (M,, M2, • • • M5). The maturity variable is the average 
maturity of the loan category in years and fractions of years, e.g., 
Mj = .5 means the average maturity was 6 months. Additionally, a 
percentage of loans that were secured (by property, etc.) was 
constructed for each loan category. The latter vary from zero 
through 1.0, with a value of 0.75 meaning that three-quarters of the 
loans in that category were secured and one-quarter were made 
without security, presumably on the signatures of corporate officers. 
Finally, deposit variables were constructed and entered into the 
equations in millions of dollars. 

S-P recognized that, for any size-of-borrower category (L ), the 
loan offer would be influenced by the rates of interest charged to 
other borrowers. They therefore constructed a weighted average of 
the interest rates charged the other four size-categories, and the 
latter was entered into the equation. Similar treatment was given to 
the maturity and security variables. 

S-P’s results are given in Table IX. 

63 Ibid., pp. 87-88. 
64 The groupings were: 

L j = total dollar value of loans per bank to borrowers with assets less than $250,000 
L2 = total loans per bank to firms of $250,000—1 million 
L3 = total loans per bank to firms of $1-5 million 
L4 = total loans per bank to firms of $5-25 million 
L5 = total loans per bank to firms over $25 million. 

S-P regard Lx, L2, and L3 to be “small” borrowers and L4, L5 to be “large.” Loans 
are reported in thousands of dollars. 
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Each borrower-size category yields two equations, one for 1955, the 
other for 1957; variables that do not appear in the equations were 
those with incorrect signs (the t-values of which were never above 
1.00). Values of L were based upon ordinary least squares 
estimating technique. 

As may be seen, the R2’s vary from 0.44 to 0.97. These 
coefficients are reasonably good relative to similar studies using 
bank data. 

S-P use these results to construct the ratios mentioned above, that 

is [8L 55/8D] 

[8L57/SD] 

for each size category. If these ratios are equal for all size categories 
discrimination would be absent. If discrimination exists, the ratio 
for L i ought to be highest, with declining ratios for L 2 through L 5. 
The following Table gives the results of these calculations. 

TABLE X 

RATIO OF Lf5/8 D TO Lf7/8 D 

Ll L2 La L4 Ls 

1.3 1.8 1.2 .78 .61 

S-P conclude that “the relative magnitudes of the ratios of 
‘partials’ indeed indicate a strong degree of desired discrimination 
in favor of L4 and L5 and against all other loan categories.” 65 
Further, when “. . . the desired proper ceteris paribus conditions 
were imposed, the relative shift in the desired use of the marginal 
dollar of bank deposits in favor of loans to large-size borrowers 
during such a tight money period was clearly revealed.” 66 Finally, 
in their concluding sections, S-P argue that desired discrimination 
by the banks was effective, i.e., actual discrimination took place in 
the restrictive monetary policy era of 1955-57.67 

The S-P study raises certain conceptual and methodological issues 
which have been treated by Professors Prager and Paroush (P-P 
hereafter).68 The principal issues they raise are three: the meaning 
of a “desire to discriminate” on the part of commercial banks; the 
specification of S-P’s model; and the statistical treatment of the data. 

P-P refer to the fact that S-P’s definition of discrimination is 
based upon a situation where borrowers of equal credit-worthiness, 
demanding equal amounts of credit, receive unequal allocations of 

65 Op. cit., p. 92. 
66 Ibid., p. 93. 
67 Ibid., pp. 93-96. 

68 Jonas Prager and Jacob Paroush, “On the Differential Effects of Tight Money: 
A Comment,” The Journal of Finance, September 1971, pp. 951-54. 
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funds by the bank, even when all criteria reflecting the profitability 
of the transaction are identical.69 If discrimination is found under 
these conditions, given the above definition, the conclusion must be 
reached that bankers do not attempt to maximize profits.70 S-P, in 
their reply,71 do not appear to resolve this problem in terms of their 
tests of discrimination, although they clarify the issue somewhat by 
stating that 

the motive for discrimination against small business that 
underlies our model is . . . [that] large business firms are 
more profitable than small firms in the long run to the 
banks, and that . . . our implicit theory of bank discrimi¬ 
nation against small business is exactly what many other 
monetary economists . . . have argued . . . small business 
firms are less profitable . . . [and] terms of credit are not 
flexible enough to ration them out of the market, hence 
they are discriminated against in non-price credit ration- 
ing.72 

They reject the implication of P-P that their definition of discrimi¬ 
nation includes the above arguments, contending that the ceterus 
paribus assumption they make refers only to the explicit arguments 
in their equations, namely, the credit terms on which loans are 
offered.73 In this light, it would seem that S-P’s discriminatory 
results rest upon a change in the variables which are not held 
constant, i.e., those that determine the profitability of a loan to a 
bank, and these changes are not adequately explained in the S-P 
model. Why, for example, should such changes in creditworthiness 
be expected in a period of tight money? If in fact they occur, is this 
due to monetary restraint or to some other parameter that is 
unspecified? Such questions remain to be resolved. 

P-P also fault the specification of the S-P equations. They 
contend that the results may be seriously biased by failure to 
include all of the variables affecting the loan-offer function. S-P 
tend to agree with this criticism but observe that such would require 
a large-scale econometric model which does not exist and that data 
for such a model are not presently available. But this, one should 
note, requires acceptance of S-P’s results with a considerable degree 
of caution which was not explicit in their conclusions. 

The final P-P criticism involves a large number of questions 
concerning S-P’s statistical procedures, including many that are 
commonly levelled at all empirical work using their techniques. One 
charge involves the interpretation of results from equations in 
which some arguments are dropped for having incorrect signs and/ 
or insignificant-values. Another involves general criticism of the 
utility of ordinary least squares estimation. In general, we conclude 

69 S-P, Op. cit., p. 87. 
70 P-P, Op. cit., p. 952. 
71 William L. Silber and Murray E. Polakoff, “A Reply,” The Journal of Finance, Sep¬ 

tember 1971, pp. 955-58. 
72 Ibid., p. 955. Italics supplied. 
73 Ibid., p. 956. 
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that these criticisms were satisfactorily answered, given the data 
available and alternative procedures available to S-P.74 This is not to 
say, however, that the results offer incontrovertible evidence of 
discrimination; perhaps the most that can be said is that S-P have 
provided the most rigorous testing of the 1955-57 data and 
discrimination hypothesis that has yet been undertaken. If this is 
still unsatisfactory, and we conclude that it is, a definitive answer 
must wait for the development of additional data and econometric 
models. Unlike P-P, we are not convinced that B-H’s procedures 
offer a superior test to that undertaken by S-P. 

Some Considerations for Future 
Analysis Of The Issue 

Like discussions of other emotionally charged concepts, those 
directed to discrimination often generate more heat than light. 
Generally, the word discrimination must connote the unequal 
treatment of equals75. Thus, if two people have the same output 
and efficiency, and are paid unequal returns, discrimination has 
occurred, perhaps on the basis of race, creed, sex, or other non¬ 
economic criterion. On the other hand, if two people are unequal in 
productivity, the payment of unequal wages would not be discrimi¬ 
natory. In such case, society may wish to subsidize the less 
productive person, but that is a matter of social policy in which 
non-economic priorities are given higher weight than economic 
allocational efficiency. 

Thus, discrimination in the strictest sense must imply irrational 
behavior. The unequal treatment of equals, to the extent that it 
exists in the loan-offer function would imply true discrimination. 
Yet it is extremely difficult to see how this could result in the highly 
competitive money and capital markets that exist today. Even in the 
extreme case of the home-office protected, closely-held bank with 
little competition it is hard to believe that unequal treatment of 
equals would be adopted as policy, since the family fortune is at 
stake; size-of-borrower per se is highly unlikely to be a criterion of 
loan policy. 

A meaningful discussion of the issue of size in relation to the 
supply of loans can only emerge on the basis of a rational, and 
hence non-discriminatory theory of asset management. The ques- 

74 The central issue, of course, is the ability of such techniques to isolate demand. 
S-P went “to great effort ... to point out the correct distinction between identifying 

an equation in a simultaneous equation system as opposed to using the appropriate 
estimating procedures (e.g., two-stage least squares). Our equations are identified using 
the order condition. This means that we are estimating loan offer equations and not 
some combination of supply and demand . . . the existing evidence on applying ordinary 
least squares procedures in a simultaneous equation context suggests that the results 
are very similar to two-stage least squares estimates.” Ibid., p. 957. 

75 Webster’s Seventh New Collegiate Dictionary defines discrimination as “to make 
a difference in treatment or favor on a basis other than individual merit.” 
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tion is whether, and if so how, borrower size enters the loan-offer 
function. If, in fact, borrower size proves to be significant (not per se 
but because of its correlation with relevant variables in the loan 
function, implying differential treatment of equals) society may wish 
to compensate small business firms to maintain their viability. 
Notwithstanding, we would argue that the cost of such a policy on 
allocative efficiency will be less if direct subsidies are given than 
where attempts are made to compensate by indirect means, such as 
price controls and rationing in the money and capital markets. 

At the micro level of analysis, the Gupta approach seems most 
fruitful and suggestive for further work. Significantly, his model 
seems capable of handling the difficult problems confronting credit¬ 
rationing models, namely, 

. . . the question raised by the refusal of a banker to fmrchase additional IOU’s from the same borrower at 
higher interest rates]. In addition to conventional restric¬ 

tions on easy movement from one category of risk-interest 
rate to other, this phenomenon may be explained by the 
possibility that the heavier burden imposed on the bor¬ 
rower by the higher interest rate will cause the risk of the 
loan to increase more rapidly than the rate of return.76 

On the macro level of analysis of differential experience of firms 
of different size, much more complex methodology is required, 
specifically general equilibrium models on the basis of which the 
hypotheses can be tested. These are costly, a fact that accounts for 
the prevalence in the past of partial approaches. Without attempt¬ 
ing to specify such a model, the following list of problems must be 
confronted. 

(1) Both demand and supply for finance must be specified. Many 
partial models and tests have failed properly to account for the 
demand side of the equation or have emphasized some component 
of finance (or both); and both of these shortcomings must be 
avoided if meaningful conclusions are to be generated. As it is, we 
have only half-truths and suggestions as to what these conclusions 
might be. 

(2) Some differential impact may stem from the different 
behavior and response to monetary policy of small vs. large lenders. 
Large banks, for example, tend to be more market-oriented and 
aggressive than small banks, with significant exceptions. The former 
also tend to be less responsive to moral suasion of the authorities 
and less passive. Since small banks only lend to small firms directly 
(although participating in loans to larger firms), while large banks 
lend to all sizes, it would be fruitful to examine this possible source 
of difference. Nevertheless, again, such a partial analysis would 
have to take into account other sources of finance made available to 
all firms that were differentially treated. 

76 Ira O. Scott, Jr., “The Availability Doctrine: Development and Implications,” The 
Canadian Journal of Economics and Political Science, Vol. 23, November 1957, p. 538 (fn. 
18). 
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(3) The extent to which Government regulations—Regulation Q, 
usury laws and portfolio examination to name only a few—are 
responsible for observed differential impacts during monetary 
restraint is not clear. It is very important that we do not misidentify 
the source of differential impacts. 

(4) Future studies of the issue must come to grips with the 
possibility that something like “reverse differentiation” occurs dur¬ 
ing so-called easy money periods. It is at least possible, for example, 
that credit standards for small business are reduced relative to those 
applied to large Firms in such periods. This issue must always be 
explored, since a “balanced” test of the discrimination hypothesis 
requires that we observe effects over much longer periods than 
simply the expansion phase of a business cycle, which has been the 
common testing ground in studies heretofore. 

In conclusion, it is obvious from these theoretical and institutional 
considerations concerning the differential impact of “rational” 
commercial bank credit rationing that a substantial question must be 
raised with regard to the identification of the culprit(s). It has been 
traditional for writers on the subject uncritically to identify the 
villian of the piece as the monetary authority’s tight money policies. 
This, we believe, is at best an over-simplification. It can be 
demonstrated, for example, that credit rationing in a so-called 
discriminatory fashion suggested by a number of the models 
examined can, and quite possibly would, occur in the absence of 
tight money. More specifically, we contend that the conditions for 
differentiation are likely to occur as a result of easy money—too 
rapid a rate of growth in the money supply—or as a result of highly 
erratic rates of monetary growth. The arguments of the monetarists 
in this regard are too well known to require repeating. Thus, the 
identification of discrimination as a phenomenon of tight money 
policies, which is amply documented by the preponderance of titles 
bearing such identification in the literature, is basically misleading.77 
The danger of this is important: misleading attribution of causes of 
discrimination can well lead to incorrect policy prescriptions. 

But even if monetary policy were even-keeled with regard to 
permitted rates of monetary growth, differential effects could 
evolve. Periodic expansion of the economy at higher than average 
rates would not be eliminated, and it is largely this phenomenon 
that accounts for these differences. 

This is not, of course, to deny that the Federal Reserve can, and 
has, accentuated these differences: this is the central point to be 
made. Differential treatment on the basis of size or size-related 
characteristics is a natural result of banks’ search for profits and 
efficient portfolios within the present set of institutional and legal 
arrangements, but exacerbated and intensified at times by poorly 
conceived monetary policies. 

77 Every period examined by economists cited in this Chapter was preceded by a rate 
of money supply growth in excess of what monetarists, at least, would consider appro¬ 
priate: 1956-57; 1966; 1969-70; and was accompanied by a marked slowdown in the 
rate of growth (or decline absolutely) of money. 
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Perhaps the most positive contribution that can be made to the 
amelioration of these differential effects, at least within the present 
institutional and legal framework, would be the adoption of steadier 
rates of growth in the money supply over time. Such a policy might 
well, in addition to much larger advantages, reduce the swings in 
aggregate demand that provide the conditions apparently necessary 
for differential treatment to become pronounced. 
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Of all the ingredients that go to make a profitable small business 
firm, none is more important than the quality of the management. 
Ranking below this cardinal factor are such more prosaic factors as 
product/customer relationships; the ability of the company to 
survive the inroads and thrusts of competitors (and to meet them 
and beat them at their own game); the ability of the company to be 
or to become an attractive investment opportunity; the ability to 
borrow from one or more sources; the company’s ability to maintain 
and up-grade its product so that it does not become superannuated; 
and the existance of a growing market. These comprise a few of the 
factors in the second echelon of profitability determination. To 
repeat, above all such considerations is the quality of the manage¬ 
ment. 

Management quality is not only of most importance for the 
established firm; it is also of equal or greater significance for the 
new venture. Let us examine a management decision that must be 
made by all managers of new firms, as well as those who are 
considering the purchase of a going concern. 

Some time ago, the author was asked to appear as a guest lecturer 
at a well-known graduate school of business administration and to 
talk there to a class which was dealing particularly with the 
problems of small business. He presented the students with the 
following problem: 

“Assume you are thinking of purchasing control of a manufactur¬ 
ing concern. In descending order of importance, rank the 
following results of your investigation. 
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1. The plant and equipment are old and need attention. 
2. After deducting the purchase price, you have left what you 

consider to be barely adequate funds to supplement 
working capital. 

3. The existing management you will inherit is old in age but 
has many years’ experience in this field. 

4. You, personally, have less than three years actual working 
experience in this industry. 

5. The company’s product or products meet the needs of a 
broad class of customers, and well-established distribution 
methods exist in this industry. 

Based on these findings, would you go ahead or not?” 
An amazing compilation of answers were given to this simple 

question. Not one of the 198 students ranked first in importance 
Item No. 4 which has to do with personal working experience in the 
industry being reviewed. 

To the writer this was a shock, for there is no more important 
aspect of self-selection for small business ownership than facing 
sacrifices which one must make, especially spending one’s personal 
time completely learning about an industry before making the 
commitment. In the writer’s experience, over half of the small 
businessmen who have failed have had a real blank in their 
personal experience in the business which they were trying to run. 
The lesson of this experience is simply this: Do not cbixjse yourself 
as a candidate to run your own business if you do not know that 
business extremely well. The man who starts his own business, has 
picked the president of the company himself. 

Management Qualities And Small 
Business Profitability 

All students of small business have coined their own phrases or 
words which they use to describe the qualities they look for in the 
managements of firms. In the author’s experience, three words 
describe the most important qualities of a successful manager. 
These three words are: 

—Resourcefulness 
—Self-discipline 
—Expertise 

Let us begin by considering resourcefulness. Any one who knows 
about small business knows that the only certainty is the uncertainty 
of the future. There are so many things that can go wrong in a 
small business that resourcefulness becomes of paramount impor¬ 
tance if the firm is to be able to roll with the punch. (Indeed, Murphy’s 
Laws to the contrary notwithstanding, it is a manager’s inalienable 
right to be wrong—not careless; not stupid. But if after thoughtful, 
objective, and thorough study a decision turns out to be the wrong 
one—then so be it.) 

A list of the advantages of small size in business would include 
such things as the ability quickly to respond to events; the existence 
of a short chain of command; the fact that all employees know one 

244 



another and have a team spirit; the ability to give customers quick 
service; and so on. There is, however, one great disadvantage to 
small size in business and that is the inability to absorb error of any 
significant proportions. A mistake of the kind we are assuming may 
cost less than $25,000. That is a relatively small mistake compared 
to the Edsel ($225 million) or Corfam ($180 million). Yet while 
Ford and DuPont keep moving ahead, the small firm may find that 
the $25,000 is a mortal blow or, at the least, one that restricts 
working capital so severely as to curtail operation. 

This is a time when resourcefulness comes into play. Being skilled, 
being disciplined, being experienced, is not enough. The manager 
who gets over such a hurdle will do so by the results of his abilities 
to deal creatively and imaginatively with the problems-^to exercise 
resourcefulness. 

What about self-discipline? It may surprise some readers that a 
significant number—perhaps as high as 10 percent—of the small 
firms that go into bankruptcy never operated a quarter at a loss. 
Being profitable is obviously not enough. The firm must be able to 
meet its obligations as they mature; if it cannot, then it is broke. 

It takes a strongly disciplined management to impose restraint on 
itself and the organization. Indeed, one can argue that the smaller 
the firm the more difficult this becomes. The large concern is much 
more impersonal; budget restrictions come down from on-high; and 
often critical decisions, such as whether or not to expand, are made 
by a large committee composed of both managers and outside 
directors, with access to econometric forecasts of demand, costs and 
profits. The significance of this is that the large firm has many 
more inbred constraints on both too much optimism and an 
excessive amount of pessimism, both of which may plague the small 
firm. 

The small business firm typically has 4 or 5 key executives. It is 
more difficult for them to sit down and say to themselves that they 
will not expand this year into a larger plant, or that they will not 
purchase that new machine, or that they will not even consider 
taking that extra large order because they do not have the working 
capital to support it. 

What these men will tend to do is sit around and figure a way to 
stretch everything to its limit, to take the large order, for example. 
They will do it because if they were not aggressive they would not 
be running a small firm and because they, as a group, are 
expansion and growth oriented. And there is no gimlet-eyed budget 
chief to gainsay them. Thus has the demise of many a promising 
small and growing firm begun. 

The syndrome includes an increasing lack of flexibility as cash 
becomes tight, and the banker’s reluctance to provide funding as he 
sees the situation deteriorating. The ultimate commitment of every 
resource within the grasp of management to keep the ship afloat 
probably produces quality loss and other side effects. The end often 
comes with a whimper as the small firm flutters helplessly in the 
dust of its own excesses. 
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Yet it may surprise you to know that in the author’s view the only 
purpose of an enterprise for profit is to spend money; to spend 
money to create values in excess of costs and to know what 
customers can be made to pay for those values. Good managers 
know how to do this and hence they make profits. Poor managers 
do not know this art and thus they lose. 

The difference lies in expertise in the particular business. 
Expertise is difficult to define. One way it can be illustrated is to 

study the man who has been thoroughly taught about the physical 
and muscular function of the human body, who has studied all 
there is to know about the laws of buoyancy and a moving body in a 
fluid medium. Put this man in the middle of a small lake and he 
will drown right along with all his knowledge—unless someone has 
also taught him how to swim. 

Being an expert in small business requires a swimmer and not 
someone who knows just the technique. I do not know of any way 
to learn to swim except by getting wet. That is the way expertise is 
obtained and it is better that it be obtained prior to the time when a 
person undertakes to run his own business. 

Being an expert in any given line of business is the same thing as 
developing that razor’s edge of excellence, that degree of perfection 
that separates a winner from the pack. Several years ago, the high 
money earner on the pro golf tour won $204,000 in the season. 
Way back in the pack was a pretty fair golfer who won something 
like $58,000. Now, get this—they both played the same 17 
tournaments with the same 72 holes each and the difference in total 
strokes per 18 hole round was .6. Six-tenths of a stroke per round was 
the factor that accounted for $146,000 of extra earnings for the top 
money winner. That is the razor’s edge of excellence. And if you 
think the pay-off in small business goes to any who do not keep that 
razor’s edge finely-honed, then you are deceiving yourself. 

Frequently people come to see me and they start out by saying 
something like “I like the idea of forming my own sales representa¬ 
tive organization.” There are two things that are basically wrong 
with that statement, and they are among the most common of the 
mistakes made by self-selected small businessmen. The first mistake 
is that a small businessman cannot afford the luxury of indulging 
himself in an avocation that he “likes.” If you pick yourself for top 
man in your own firm because you think you will avoid the menial 
or unpleasant jobs, your selection is weak. The world is full of very 
capable individuals who are doing an excellent job at their assigned 
tasks. Therefore, my first suggestion to this person is that he spend 
some time learning what he must do to make his business succeed; 
then forcing himself to learn to like it. He might prove most 
competent as a salesman, but proof is needed. He selected himself 
as head of his own sales organization because he disliked his recent 

job- 
The second major fallacy with this opening remark is somewhat 

similar. No one who has taken the trouble to look into the problems 
and the attendant sacrifices which have to be made by small 
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businessmen could possibly say that he “would like to be a small 
businessman,” that is, unless he is a glutton for punishment. The 
reason why someone selects himself to head his own small business 
is because he must do it. The drives which force him to do this are 
as old as capitalism itself. A man may have complete security as 
somebody else’s employee, where he is fed, clothed, housed, and 
where his medical needs are taken care of, but he has fewer 
prerogatives of his own. On the other hand, the individual who 
wishes to accept the responsibility for providing his own security has 
complete freedom of choice in selecting the means for providing 
the security he wishes. Thus, in return for abdicating his individual 
prerogatives, one individual may choose the security which some 
rather facetiously have termed being in jail, while the other 
individual may choose to be hungry or cold or sick or any 
combination of these conditions merely for the privilege of deter¬ 
mining his own future. Thinking that owning one’s now business is 
all rosy is an illusion. 

Most successful small businessmen seem to have one thing in 
common. They all began with the primary objective of creating a 
business enterprise in their image of what a firm in their field 
should be like. This includes such things as relationships with 
employees, product integrity, customer relationships, supplier rela¬ 
tionships and so forth. They were all intelligent enough to know 
that they had to make a profit while they were doing it because 
without profits there would be no enterprise. But they did not 
organize primarily for profits, but for the other objectives. And they 
all had expertise in the management of their firms. 

Product-Consumer Relationships And 
Small Business Profitability 

Nowhere is the concept of spending money to create value more 
important than in the product/consumer relationship. This relation¬ 
ship will be a major determinant of the small firm’s profitability. 
What are the ingredients that make this relationship the most 
unique and important? 

Importance Of Choosing An Appropriate Product 

There are many products that can be produced by firms of 
relatively small size. These are generally those which do not require 
large amounts of capital per unit of output, which do not require 
large and frequent retooling costs to keep up with technological 
change and change in consumer tastes, and which do not require 
large marketing outlays to attract the consumer. All of these latter 
characteristics are those of large firms. 

The prospective business owner and manager should avoid 
attempting to enter such product markets. Indeed, the entrepre- 
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neur will often be precluded from doing so by either his own 
estimates of average and marginal costs in relation to prospective 
demand prices at which output can be sold, or by lack of capital 
funds. Moreover, if the existing market is presently supplied by a 
few large firms operating at optimum output, a new firm can almost 
never achieve a large enough share of the market quickly enough to 
recover costs, particularly in the realistic case of the existence of 
large economies of scale. Thus, the entrepreneur must make a 
realistic appraisal of the market. He should know that the existing 
structure of prices reflects the low unit capital costs of large mature 
firms each operating at a scale larger than a new entrant could 
achieve in the short-run. An attempt to enter such a market would 
almost certainly result in bankruptcy, since the new firm could not 
cover its high unit costs prior to the appearance of severe shortages 
of working capital. The latter would come as a result of net losses, 
and the deterioration of the firm’s access to credit sources under 
such conditions. 

There is also great risk and not much reward in undertaking to 
produce products that have a short life in terms of either 
technological obsolescence or consumer tastes. A large firm produc¬ 
ing a large number of diversified products is better able to generate 
internal capital to bear the cost of frequent retooling and research 
required by the fickleness of the market for such products. 

Finally, products which require large advertising and other 
marketing expenses should be avoided by the small firm. Such 
outlays are notoriously unpredictable in their effect on sales; 
consequently, the risk of dissipating capital and bankruptcy in 
undertaking such efforts is quite large. This is not to say, of course, 
that the firm should not produce a product which requires 
advertising and marketing, since almost every successful small 
business does engage in these efforts. It is to say, however, that the 
firm should not start out its life producing a product that requires 
heavy marketing outlays, relative to other costs, to achieve an 
optimum scale of output. As noted above, small mistakes are often 
fatal to the small business; this is particularly true of new firms. The 
chances of a marketing forecast going wrong are too large to be 
handled successfully by such a firm. Later on, of course, when the 
firm has established a track record of growth and profit, such risks 
can be more reasonably assumed. 

At this point we should point out that the above rather 
discouraging discourse on the products suitable for small firms is 
not intended solely to deter small businesses from entering fields 
which have the characteristics mentioned. Again, the critical factor 
is management expertise—in this case its ability to approach the 
product selection decision realistically, to utilize available sources of 
economic data effectively, and to avoid making merely stupid and 
careless mistakes. Moreover, self-restraint is needed in this area: the 
primrose path of small business failure is strewn with the carcasses 
of firms that were managed by people who overestimated, and 
therefore overextended, their capabilities. From the standpoint of 
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long-run viability, it is far better to proceed with some caution in 
the .selection of initial products than to gallop forth into fields 
which are a significant threat to the long-run growth of the firm. 
Even without taking extreme risks, there are risks in abundance 
which the entrepreneur must assume. 

Nevertheless, there will always be those who estimate the rewards 
greater than the risks of taking on the products having the 
characteristics we have discussed above. Perhaps this is not to be 
condemned from a social and economic standpoint, since some who 
have entered these areas have been highly successful. Generally, 
however, these successes have most often occurred in the produc¬ 
tion of entirely new products and by well-financed and highly 
competent management. 

In the writer’s experience, there is much room for the entry of 
small business firms into certain product and service lines having 
fairly definite characteristics. The growth in consumer income and 
wealth has produced a rising demand for services, with consump¬ 
tion patterns shifting from products to services in relative terms. 
People now want not only more services, but services of a higher 
quality. (These services are usually produced under conditions that 
do not conform to the characteristics cautioned against above). 
Thus, a tremendous opportunity exists for meeting this emerging 
demand. In many cases, moreover, the competition in these new 
and better service fields is not yet keen; consequently there is an 
opportunity to make above-normal profits. 

For example, in the town where I live there are many dry 
cleaners. The going rate is about $1.25 to clean and press a suit. 
However, I use a cleaners that charges $2.75. What I get for the 
extra $1.50 is extra service; they will always check all the buttons 
and sew on any that are getting loose or are lost. They re-sew 
linings and patch little rips. They stuff the sleeves with tissue paper 
to keep them from wrinkling and they pick up and deliver. Besides, 
they are unfailingly courteous and friendly. I have calculated that 
this extra service could not possibly add more than $0.50 per suit. 
They thus make an additional $1.00 clear profit for their pains, and 
they have a tremendously profitable business. Apparently, not many 
drycleaners, nearly all small businesses, are aware of this market. It 
is safe to say that many, perhaps most, of the small service firms in 
business today are faced with unexploited opportunities for improv¬ 
ing their existing lines and for developing new ones. Such 
innovations usually require little additional capital and only modest 
marketing efforts; the risks are not great in terms of potential 
rewards. Moreover, these are opportunities which, for the going 
concern, conform to the general dictum that managers should 
possess knowledge of the field in which they are proposing to 
expand. 

With regard to products, as opposed to services, generalizations 
(apart from the negative ones previously discussed) are difficult to 
make. To a great extent, the problem is one of accurately 
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forecasting sales and costs, and without the ability to do this, the 
small firm is profitable only by accident. 

Know Your Competition 

It is my day-to-day job to look at business plans. All of them 
contain sales objectives and very nearly all of them show sales 
increasing. My standard question is directed towards competition. 
Who is the competition? Where is the competition located? What 
are their resources, capabilities and facilities? How well are they 
established and for how long? It is always surprising to me to learn 
that nearly all of the managers who are submitting their plans have 
given little, if any, thought to this paramount item. 

Take the case of an established small concern which forecasts a 25 
percent increase in sales. If the overall market is expanding at 5 
percent, this leaves 20 percent of the forecasted growth to come 
from sales now being made by competitors. The forecasting firm 
should know, but often does not, which competitors are expected to 
lose, by name; which customers are switching suppliers by name; 
and the costs associated with obtaining the additional business. 

It is also important to know, as precisely as possible, what tricks 
the identified competitor may have up its sleeve to frustrate these 
plans, the counter-measures available, and their costs to both the 
competitor and the small business firm. 

No sales forecast is acceptable unless it contains this type of 
analysis—and very few of them do. This is usually the factor lacking 
in most unsuccessful marketing planning done by small business 
firms. The ability and skill with which this task is executed is 
another key factor in the success of the small business firm. 

Financial Factors 

What about the important ingredient (as seen by the managers of 
most small business firms), money? 

There are many good sources from which a manager of a small 
business firm can get the advice and information he needs to 
prepare cash flow, internal reports of operations, and other 
financial reports. Good financial management is a key factor to 
success in small business firms as elsewhere. It is essential that 
accurate records be kept so as to tell the manager what the health 
of his operation really is. Equally important in the longer-run 
success strategy of the small business concern is the selection of the 
right banker for that business. This is an area where the failure rate 
is very high, as most honest observers will agree. Ninety-nine 
percent of the bankers selected by small business firms are selected 
on the basis of convenience, personal acquaintance or some other 
factor not related to the most important element in selection. The 
banker should, first of all, be a man who understands the particular 
business to be financed, should have years of experience in that 
special field, and be widely acquainted within it. There is no other 
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basis for the selection of a firm’s banker that makes any sense. I 
believe that many of the complaints so frequently voiced by small 
business managers about their bankers derive from this single point. 

The care and feeding of bankers is likewise very important. 
Normally, bankers are called on only when the small firm needs 
money. This is also a grave mistake. Bankers are persons, other 
ideas to the contrary notwithstanding, and they like a certain 
amount of pampering as much as anyone else. When was the last 
time you called your banker up to say that things were going ahead 
or to bring him up to date even though you did not need any 
money? When was the last time you dropped him a note showing 
some information about your firm’s progress just to keep him 
informed? The answers are usually very revealing and tend to 
indicate that most managers of small business firms think of their 
bankers as doctors. They only call them when they are sick. 

But bankers are not doctors; their own success is measured by the 
interest they earn on their loans or investments, and they get no 
pleasure or comfort from sick patients. They like to know what is 
going on and want to help where they can. Give them the chance— 
it will pay off handsomely. 

This is most particularly true when it comes time to get really 
large amounts of funding for growth. If the banker has been 
selected properly and if he has been tended to thoughtfully and 
adequately, then he is the one who can be of the utmost assistance 
when the small business firm goes out for such financing and begins 
to leave the small business arena for larger waters. 

Conclusion 

This article is not by any means to be considered an exhaustive 
inquiry into all the factors bearing on the profitability of small 
business firms. However, I have listed what I consider to be the 
major categories of success strategies and I have tried to describe 
what I think is a useful way of looking into these areas. It is 
important that the small business manager bear in mind: 

—Who he is and why he is that way; 
—Who his customers are, where they are, and why they buy; 
—Who his competitors are and what resources, facilities, and 

capabilities they have and what he will need to beat them; 
—Why his product has the required attributes to provide profits; 
—Who his bankers should be and how best to keep them 

interested in his projects; 
—Finally, that just because the business is small, there are extra 

restraints, as well as extra advantages, that will be working on 
everything he does. 

As an observation, let me add an admonishment. No man can be 
all things. My experience leads me to believe that most small 
business firms are started by men who know either how to make 
something or how to sell something. I do not know of a business 
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that was started by someone whose primary expertise was adminis¬ 
tration. I do not know of many successful larger companies that 
grew from small beginnings, where the founder will tell you that his 
business could only have grown a little bit had he not hired a man 
better than himself at administration and, vesting executive decision 
in this individual, continued to spend his own efforts where he was 
most skilled. There is a lesson for all managers of small business 
firms. 
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During January and February 1957, a Huntersville, West Virginia 
small business owner and his wife traveled almost 300 miles every 
Tuesday to attend a SBA-University of Richmond co-sponsored 
management course. A nine-week SBA co-sponsored management 
course conducted by a northern-Michigan community college 180 
miles north of Detroit on Lake Huron during the winter of 1962 
reported 100 percent attendance. Nothing noteworthy about this, 
except that all 30 participants traveled an average of 30 miles, and 
some traveled as much as 50 to 80 miles every week, to attend. In 
1963, two businessmen drove 165 miles to participate in a SBA 
workshop at Fargo, North Dakota. 

Ten years later, the pattern had changed, but the interest of small 
business managers in management assistance remained. In May 
1973, the Associate Administrator for Procurement and Manage¬ 
ment Assistance picked up his telephone in Washington, D.C. and 
spoke to the 225 business representatives of 23 small communities, 
assembled in 23 different meeting places in their home state of 
Kansas, through the medium of a Continuing Education statewide 
telenetwork. His talk launched a four-week “Improving Management 
Know-How” program, linking the meetings of owner/manager parti¬ 
cipants and their local instructors with other local groups, and with 
business specialists and SBA personnel from across the state, the 
region, and the Nation. Voice amplification made it possible for 
them to inter-relate, ask questions, and discuss their mutual 
problems. 

In 1953 President Eisenhower signed the Small Business Act into 
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law, establishing the SBA as the Nation’s first independent peace¬ 
time Federal agency for the sole purpose of encouraging and aiding 
the development of small business enterprise. In the 20 years which 
followed, this country’s small business enterprises have nearly 
doubled, from 4,187,700 in 1953, to more than 8 million1 today. 
These small businesses, last year, produced 420 billion dollars of 
our gross national product. The past 20 years have seen an 
expansion and multiplication of SBA’s areas of activity, but manage¬ 
ment assistance to small business is still a primary concern of the 
Agency. 

The Need For Management 
Assistance 

The United States experienced an average of 797 business 
failures a month in 1972, according to Dun and Bradstreet, 
representing an estimated loss to the nation’s economy of about two 
billion dollars. Nine out of ten of these failures—a percentage that 
has varied only slightly over the years—can be broadly attributed to 
managerial problems, such as “lack of experience in the line, 13.3 
percent; lack of managerial experience, 15.6 percent; unbalanced 
experience, 18.4 percent; and incompetence, 45.7 percent.” 2 

The economic climate of the nation has great impact on the 
problems small business must face, and business failures—although 
dramatic—are only one segment of the picture of annual business 
turnover. Almost as many firms are started each year as are 
discontinued. The figure has remained at about 400,000 for the last 
several years. Businesses are opened, closed, transferred and 
discontinued constantly. Of the newly established businesses, nearly 
50 percent generally fail within their first two years. In ten years 
only one out of five of these businesses will still be solvent. 

Management Assistance as a Means of Reducing the Possibility 
of Failure 

As now conceived, the SBA’s Management Assistance programs 
are designed to reduce the rate of failure of small business firms. 
While many such failures may be traced to financial deficiencies, an 
even greater number is attributable to general deficiencies in 
managerial experience, knowledge, and ability, as noted above. 

Indeed, the SBA’s Management Assistance programs were initi¬ 
ated as a support function for the early loan programs established 

1 In 1971, the Treasury Department instituted a new count, using business tax statistics 
which include a more comprehensive universe of businesses than previously. All sole 
proprietorships, part-time businesses, and unincorporated professional activities that 
did not appear as “businesses” previously, are included in the new total, and account 
for an increase of about 3 million. 

2 The Failure Record Through 1971. New York: Dun and Bradstreet, 1972, p. 11. 
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in 1953. When businessmen approached the SB A for financial 
assistance, it was often apparent that their financial problems were 
either related to, or accompanied by, non-financial problems 
traceable to managerial deficiencies. Early on, it became a practice 
of the SBA to provide financial advice as an adjunct to loan 
assistance, “and such advice often veered to management problems 
which were the real source of financial difficulties of small firms.” 3 

In a very real sense, then, the early provision of management 
assistance to small firms in financial difficulties was a means for 
protecting the SBA’s financial investment in these enterprises. Over 
the years, however, the Management Assistance programs have 
increased in both breadth and depth, and have taken on a raison 

d’etre in their own right; many firms now utilize these programs 
without seeking financial assistance. 

The economic rationale of the SBA’s Management Assistance 
programs rests upon two related observations. The first of these is 
that management education and training is necessary, expensive, 
and, as, provided in the private market, often unsuited to the 
specific needs of the small firm. Few small businessmen have the 
time or financial resources to undertake, say, a Harvard or 
Columbia MBA program. Moreover, these private educational 
programs (as well as many state-subsidized MBA programs) have 
typically been geared to the large corporate enterprise as the model 
for educating prospective managers, with little attention accorded, 
until relatively recently, to the often quite different problems that 
face the small entrepreneur and manager. Indeed, it is safe to say 
that little attention was given to the latter prior to the establishment 
of co-sponsored small business training programs by the SBA in 
1954. 

The second observation is that the SBA’s Management Assistance 
programs involve the expenditure of Federal Government funds to 
provide education and training for a specific sector of the private 
economy, a measurable subsidy which may be treated as a public 
investment in human resources; it is proper to inquire, therefore, as 
to the social rate of return on such investment. In recent years the 
Small Business Aministration has conducted intensive studies of the 
costs and benefits of its Management Assistance programs. Follow¬ 
ing a brief survey of the development of these programs, we will 
return to an examination of-the nature and results of these studies. 

Scope and Development Of The 
Programs—The First Decade 

The SBA first saw its role as one of organizing program 
cosponsors, and acting as a clearinghouse for the development of a 

3 Clyde Bothmer, “Management Training Aids Help Strengthen Small Business Firms,” 
Defense Industry Bulletin, October 1968, p. 23. 
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program of extension courses to provide new and inexperienced 
businessmen with the management tools they were lacking. In 1954, 
two pilot extension courses were held, one at the University of 
Wisconsin, and the second at the University of Richmond. Both the 
conference type and the lecture-discussion type training were tried, 
and the results were favorable. A period of rapid expansion 
followed during which SBA worked with business schools, university 
extension divisions, evening colleges, and State distributive educa¬ 
tion departments as training course sponsors. These early courses 
were limited to owner/managers of small firms, and the subjects 
were focused on business administration, including such categories 
as management policy and problems, financial problems, markets, 
and personnel. Gradually, the categories were broadened, and the 
courses were opened to more and more people, until today 
participants may be either active or prospective business owners. 

In 1956, three years after the establishment of the SBA, 92 
management courses for small business owners and managers were 
sponsored in cooperation with 71 educational institutions, with a 
total of 2,800 businessmen in attendance. Response of the partici¬ 
pants was generally enthusiastic. 

Management Assistance’s extensive education program was also 
well underway by 1956, and management publications were rapidly 
growing in importance. The year saw publication of nine Manage¬ 
ment Aids, 11 Marketer Aids, six Technical Aids, two Aids Annuals, 
two SBA Management Series booklets, the third edition of The 
Handbook of Small Business Finance, and a variety of special booklets 
on government contracts, international trade, etc. SBA’s manage¬ 
ment publications were also being distributed in more than 30 
foreign countries, where they were widely reprinted and translated. 

In 1957, the number of cosponsored training courses increased 
by 109, and SBA management publications were translated into at 
least 11 foreign languages, including Arabic, Chinese, Dutch, 
Finnish, French, German, Italian, Japanese, Portuguese, Spanish, 
and Serb-Croatian. Over 3 million copies of Management and 
Technical production leaflets and booklets, covering over 175 
significant subjects, were distributed. Another “first” achieved in 
1957 was the cosponsorship of a management training program 
with the University of Hawaii—the first outside United States shore 
boundaries, and the largest—with 465 business people in attend¬ 
ance. Courses were also cosponsored with five universities in Puerto 
Rico the same year. 

SBA became a permanent part of the Federal government in 
1958. The same year saw the transfer of the Business Service 
Bulletins Program from the Department of Commerce to the SBA, 
and more than 5 million copies of Management publications, 
distributed in the 5V2 years up to June 30, 1958, were supple¬ 
mented by a new series known as “Small Business Bulletins.” 

Management counseling and problem solving on a personal basis 
continued to be an important part of the total MA program in 
1958. Through both the Washington and the field offices, hundreds 
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of businessmen and women made use of these services every month. 
Reliable information was available to inquirers, a reference library 
was established in the Washington office, and smaller libraries in 
the regional offices were being set up for the use of all businessmen 
and students of small business. To provide additional knowledge 
concerning the administration and operation of small businesses, a 
three-year management research program was inaugurated. It was 
designed as a detailed study of some 75 small businesses during the 
first two years of their existence. 

By 1960, five different forms of management counseling were 
being provided for the assistance of small business. These were: (1) 
individual counseling; (2) reference libraries; (3-4) counseling tools 
in the form of Small Business Bulletins and Counseling Notes; and (5) 
customer-management relations, in which large corporations and 
companies were encouraged to assist small firms with which they 
had business tie-ins in solving problems related to management 
operations. 

From 1954 through December 1960, 345 different educational 
institutions and organizations cosponsored 911 management devel¬ 
opment courses with SB A. They were attended by 25,968 individu¬ 
als. During the same period, management series publications passed 
an estimated cumulative distribution of 9,176,000.4 

In this period, new techniques were developed to expand interest 
and participation in cosponsored management conferences. For 
example, one- or two-day continuous sessions were held for groups 
of small business owners and managers desiring orientation in some 
particular aspect of business. Business leaders and specialists were 
utilized to examine management subjects, followed by open discus¬ 
sion. These conferences were cosponsored with banks, Chambers of 
Commerce, trade associations, civic groups, and educational institu¬ 
tions, with a great deal of the cost being borne by these private 
institutions. The SBA provided field personnel and publications. 
Judging from the letters received from participants, these confer¬ 
ences were of considerable value. 

Foreign Trade Opportunities Explored in 1960 

In 1960, two pilot conferences were held on export opportunities 
for small business, using case studies and discussion workshops to 
examine the fundamentals of selling in international markets as a 
logical extension of domestic sales activity. Two years later, the 
Chief of the Management Assistance Division took part in the 
Second International Marketing Conference at Stresa, Italy, at¬ 
tended the Eleventh Green Meadow Conference at Zurich, Switzer¬ 
land, and visited a number of other countries where he studied 
small businesses and met with trade associations. In the same year, 
1962, the SBA sponsored 15 conferences on foreign trade and small 

4 Small Business Administration, 15th Semi-Annual Report, for Six Months ending 
December 31, 1960. 
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business exports; some 400 representatives of smaller enterprises 
attended these meetings. 

SB A “workshops” were introduced in the summer of 1963, the 
first educational courses ever developed for persons contemplating 
entry into small business.5 These workshops were designed exclu¬ 
sively to aid prospective owners and managers, giving the latter 
opportunities to confront potential problems, as well as exposure to 
a broad range of management assistance aids and publications. 

In addition, the SB A cosponsored 161 management conferences 
in 1963, with a total attendance of 19,000. Management confer¬ 
ences and export trade management conferences accounted for 
nearly one-half the total attendance. The former, cosponsored with 
the Internal Revenue Service, informed 4,500 small businessmen of 
their obligations and rights under the tax laws. The latter—on 
export trade management—cosponsored with the Department of 
Commerce, stimulated interest in exports as a means of enlarging 
production and sales among nearly 3,000 small businessmen at 35 
conferences. 

Simultaneously with the increased momentum of the total pro¬ 
gram, more effort was directed in 1963 toward meeting the 
management needs of the very small, neighborhood-type enterprise, 
because this kind of business often went unreached by any kind of 
assistance. Special emphasis was placed, moreover, on the manage¬ 
ment problems of small businesses in the inner cities. Publications in 
the Starting and Managing Series and Small Business Bibliographies, in 
particular, were directed to those receiving aid under the minority 
enterprise program, and more than 3.1 million publications were 
distributed to these program participants. 

To summarize, the scope of the SBA’s Management Assistance 
program developed rapidly in its first decade. SBA cosponsored 
courses grew from six in 1954, to 627 in 1963. The number of 
business people enrolled in these cosponsored courses grew from 
175 in 1954, to 19,631 in 1963. Publications and training aids were 
developed and expanded, new entry workshops were established, 
and aids to minorities and small business exporters were placed on 
a solid basis in this decade. 

SBA Management Assistance In The 
Second Decade—1964-1973 

The next ten years would hold even greater challenges. 1964 saw 
the implementation of the Economic Opportunity Act. Title IV, 
which applied to SBA directly, required management training as a 
condition for granting loans to very small minority business 
enterprises, which came to be known as “the six by six” program— 
$6,000 for six years. Although many of these loans were made, the 

5 As of August, 1963. 
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management training requirement was neglected, as the Agency was 
not at that time geared to providing management assistance to 
minority groups on the scale required by the vast expansion of such 
loans. In effect, the pressures on the Agency to provide financial 
assistance to minorities outran its management assistance capabilities 
and resources. This program was superceded, subsequently, by the 
Economic Opportunity Loan Program. 

“SCORE” Organized 

SCORE, Service Corps of Retired Executives, was the outgrowth 
of an idea developed simultaneously in several communities across 
the country, in which retired business and industrial executives 
banded together to volunteer their services to small businesses 
which would benefit by their experience and expertise. Among 
these was an organization, “Consulting and Advisory Service, Inc.” 
of Wilmington, Delaware, founded by Maurice du Pont Lee, which 
utilized retired businessmen as volunteer counselors. The success of 
this organization led to the 1964 establishment of SCORE, on a 
national scale, under the aegis of the SBA. The first pilot SCORE 
was put in operation in Washington, D.C., and in October of the 
same year, it was launched nationally with 60 simultaneous meet¬ 
ings. The Washington SCORE later became Chapter One, and the 
model for the national Program. The essence of SCORE was—and 
still is—its person-to-person advisory relationship, and it rapidly 
became an executive talent pool for the nation’s small business 
community. Retired executives welcomed the opportunity to aid in 
the survival and growth of small businesses, while small business 
managers profited from their accumulated wisdom and experience. 

In less than six months, 2,000 SCORE volunteers were available 
for assignment across the country, in a vast volunteer management 
assistance counseling program coordinated and assisted by SBA 
personnel, but operated by the SCORE membership under their 
own charters and by-laws, and administered by their own elected 
officers. An article in a Sunday feature magazine in February, 1965, 
brought in 5,000 new requests for counseling. On July 4, 1965, 
Maurice du Pont Lee and his entire organization joined the 
Wilmington chapter of SCORE, and by September of the same year, 
the 100th SCORE chapter had been organized. Over the years, this 
growth has continued. The extent and quality of the management 
assistance provided by this national corps of volunteers has made an 
outstanding contribution to the quality of small business manage¬ 
ment in America. This has been accomplished with a modest 
investment of public resources, and has effectively mustered and 
utilized resources from the private sector which might otherwise 
have been either idle or less efficiently employed. 

Simultaneously with the development of SCORE, management 
courses and workshops were made a key part of SBA’s contribution 
to the War on Poverty, and the entire program was broadened to 
include smaller colleges as sponsors, thus making training available 

261 



in additional parts of the country. In 1966, 1,888 training sessions 
for more than 75,000 businessmen and women were held, an 
increase of 31 percent over 1965. A personal interview survey was 
made of 524 “graduates” of SBA conferences, courses and work¬ 
shops. Of these, 91.4 percent named specific benefits they received 
as follows: 

130 reported increased production or sales; 
107 reported changes in marketing or selling methods; 
107 reported improved forecasts; 
106 reported important changes in handling personnel; 
101 reported changes in their bookkeeping systems; and 

91 reported improved use of budgets. 
Training for minority groups was expanded in 1966. In this year 

Management Assistance personnel also participated in vocational 
rehabilitation programs in Federal prisons in Virginia and in 
Washington. Other activities included the production of training 
films on advertising and sales promotion, in response to a survey of 
small-loan recipients, and the distribution of more than 3.5 million 
copies of free management publications to small business owners 
and managers, advisors to small business firms, and to high schools 
and colleges for use in management courses. Additionally, more 
than 175,000 copies of SBA for-sale publications were distributed 
during the same period. 

During 1966, newly-organized SCORE chapters counseled nearly 
10,000 businessmen and women. The SBA’s 73 field offices handled 
38,000 management counseling cases covering a wide range of 
advice, information, and assistance. Two years later, in 1968, 
SCORE volunteers assisted more than 14,100 businesses, bringing 
the total number assisted by SCORE since late in 1964 to nearly 
50,000. 

Under the CALL program (Counseling at Local Levels), first 
implemented in 1968,. management counseling cases increased to 
116,588, largely because SBA’s management assistance officers 
began to offer assistance in locations outside their usual operational 
areas, to the distant, to the disadvantaged, and to others who would 
have difficulty getting to a regional office. The sharp rise in cases 
handled was also attributable to the fact that the scope of 
management was being expanded “to include any phase of estab¬ 
lishing, purchasing, operating, merging, relocating, or liquidating a 
small business.” 6 

Technology Utilization Program Becomes Permanent 

The Technology Utilization (TU) program, experimental in 1967, 
was given permanent status in 1968. Primarily conceived as a 
connecting activity, the objective of TU was to channel the 
technology—in which the Government had invested over 100 billion 
dollars in research and development—to small businesses, and to 

6 Small Business Administration, 1968 Annual Report, p. 27. 

262 



assist them in organizing and utilizing industrial technology. As the 
disseminators of the Government’s technology, TU personnel had 
the additional responsibility of developing a methodology for the 
dissemination of information which would be useful to the small 
firm. 

Personnel with suitable engineering backgrounds were placed in 
SBA offices across the country, and assigned two major areas of 
activity: (1) education and training; and (2) technical assistance. The 
first of these was accomplished by conference forums, seminars, and 
workshops. Conference forums provided direct contact between 
small business representatives and the Federal agencies which had 
technological research material. Seminars and workshops presented 
specific technological advances to small firms. During the year, 
4,100 small manufacturers were informed of SBA’s TU program 
and prime technology sources, including National Aeronautics and 
Space Administration (NASA), National Technical Information 
Services (NTIS) of the Department of Commerce, Department of 
Defense (DOD), Environmental Protection Agency (EPA), Atomic 
Energy Commission (AEC), Government Industry Data Exchange 
Program (GIDEP), and others. Over 450 small manufacturers, 
research and development firms, testing laboratories, and other 
small businesses received in-depth assistance in the use of this 
technical information leading to the development of new and 
improved products and processes. A TU publication series was 
initiated, and the first four periodicals, distributed to 54,000 small 
businesses, generated 2,900 requests for technical documents from 
the Government, and technical case assistance. 

Management Assistance continued to provide small businesses 
with increased opportunities to export products and services, 
through a combined program with the Department of Commerce. 
During 1968, 22 workshops and conferences, attended by 1,296 
prospective and intermittent small exporters, were cosponsored with 
local chambers of commerce, international airlines, banks with 
international departments, world trade clubs, regional export ex¬ 
pansion councils, educational institutions, private sector service 
organizations, port authorities, and state industrial and economic 
development departments. Topics covered included aspects of 
export finance, procedures, regulations, techniques, and marketing. 

SBA field offices handled an increasing number of inquiries for 
foreign trade information. A course topic on foreign marketing was 
added to the SBA’s training structure. The U.S. Maritime Commis¬ 
sion was assisted in its exploration of ocean freight rates as they 
affected the ability of small business owners to enter the export 
market. Active negotiations were concluded with other Government 
agencies to further the use of their programs by small exporters; 
these Agencies included the Export-Import Bank of the United 
States, the Agency for International Development, and the Depart¬ 
ment of Agriculture. 

In the early seventies, the scope of export trade counseling 
continued to include consideration and evaluation of the financial 
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and managerial problems of the potential exporter, the feasibility 
and cost of product service and replacements; and the availability of 
trained personnel. Small exporting firms continued to be encour¬ 
aged and assisted in increasing their foreign trade volume. During 
1972, the SBA cosponsored or participated in, 67 trade confer¬ 
ences, workshops, and seminars designed to motivate American 
small business to examine the merits of export trade. 

In the early 1970’s, when franchising became an important part 
of the American business scene, small businesses which were being 
counseled were frequently advised to consider becoming part of a 
legitimate and growing major franchise in their field or, in the case 
of rapidly expanding small business, to consider franchising their 
own operation as a means of continuing growth. 

In 1970, new management assistance agreements were developed 
with the working membership of four major national business 
organizations. With a combined membership of 100,000 in over 800 
cities, the organizations were the Society for the Advancement of 
Management, the National Association of Accountants, the Ameri¬ 
can Institute of Industrial Engineers, and the Sales and Marketing 
Executives, International. Together, with SCORE and ACE,7 these 
volunteers accounted for one-half of all counseling done under the 
auspices of the SBA, one-third of all the interviewing, and about 
two-thirds of the work in management ability evaluations and plans. 
Nearly 90,000 small business owners and managers received man¬ 
agement counseling on a one-to-one basis during the year. Another 
50,000 were assisted in solving specific management problems, and 
the managerial ability of 8,000 loan applicants was evaluated. Over 
2,000 cosponsored training sessions attracted 95,000 small business¬ 
men—an increase of 22 percent over 1969—and 14,800 prospective 
small business owners and managers attended more than 300 
prebusiness workshops. 

Publications released during 1970 focused on taxes, crime pre¬ 
vention and the starting of new businesses, with 30 new titles and 
350 updated, for a total of more than 3.4 million distributed free 
and 315,000 sold. SBA’s management films were produced, includ¬ 
ing the first on the technology utilization program. The most 
frequently requested films were on crime prevention. The technol¬ 
ogy utilization division continued to grow, with an estimated 
minimum of 6,000 firms gaining assistance and information on 
problem-solving techniques. One company reported increased prof¬ 
its up to $10,000 from procedural directions for machining, and 
another realized additional sales of $50,000 on a newly-developed 
product. A recent cost-benefit study of TU indicated a return of 
$8.3 for every Federal dollar invested in it. 

With virtually no increase in personnel, Management Assistance 
assumed the additional responsibility for administering management 
contracts under section 406 of the Economic Opportunity Act of 

7 Active Corps of Executives, initiated in 1969 to augment SCORE with executives 
actively engaged in major industry, trade associations, educational institutions, and the 
professions. 
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1964, as amended, in 1970. Direction was given to 15 consulting 
firms who provided management and technical assistance to socially 
and economically deprived small businesses, and to small businesses 
located in' urban areas of high unemployment. In 1971, the 
program was directed more toward firms receiving Government set- 
aside contracts, to make them more competitive. 

Achievement motivation training was begun in March 1972 which, 
hopefully, will appreciably lower the number of individual program 
participants now failing in business. In a pilot operation, 200 small 
businessmen were given economic motivation training in eight cities. 
A formal evaluation of this program will be made in June, 1973. 
The 1972 focus on small business counseling was on in-depth 
quality assistance, with priority attention to clients with whom the 
government already has an interest, i.e., a loan or a contract. 
Counseling and information services were provided to 63,784 
individuals either actively engaged in the operation of a small 
business, or seriously contemplating such a step. All previous 
records for cosponsored units of training—courses, conferences, 
problem clinics, workshops—were broken with more than 3,200 
units of training attended by more than 128,000 people. 

More than 3.8 million copies of free and for-sale publications 
were distributed in 1972, and there were 4,130 showings of the 
management training films to more than 123,000 viewers. The TU 
program also made important strides in 1972. Over 1,150 small 
business concerns asked SBA for assistance with pollution problems. 
With the close cooperation of the Environmental Protection Agency, 
these problems were identified and solutions sought. Hundreds of 
other small firms received assistance with technical problems 
ranging from faulty mechanical devices to the development of new 
or improved products. TU generated seven out of every 10 requests 
for NASA’s technology, and distributed 710,000 copies of 28 TU 
releases to more than 110,000 small firms. 

A new pilot program, the Small Business Institute (SBI), in 
cooperation with Schools of Business Administration across the 
Nation, was established in 1972. Designed to furnish management 
assistance to small businesses, the project uses senior and/or 
graduate business students from schools in major metropolitan 
areas as advisors to SBA-selected local business people who are 
encountering difficulties in meeting SBA loan payments or their 
8(a) contracts.8 The program shows the potential for multiple 
benefits, and is engendering a great deal of interest both in the 
academic and the business communities. For the students, many of 
whom are potential small business entrepreneurs, the SB I program 
offers the opportunity to supplement academic theory with prob¬ 
lems in a specific business environment. The schools are gaining 
desirable public approval for the community service implicit in the 
program. Small businessmen who are encountering serious difficul- 

8 Government contracts awarded by SBA to disadvantaged firms to assist them to 
enter, and remain in, the mainstream of our competitive economy. 
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ties, are going from “the red” to “the black” via management 
assistance they could not otherwise afford. 

For SBA, the value of the program lies more in the retention and 
growth of these small businesses, than in merely safeguarding the 
dollar value of the loans many of them represent. And for the 
country as a whole, there is great economic impact in the 
restoration of these businessmen to financial independence and tax- 
paying status. 

Preliminary reports, from a formal evaluation now underway, 
indicate that the SB I program has exceeded all expectations in the 
tangible assistance it has brought to the small business community. 
Business owners and managers with management problems have 
been given person-to-person aid in a manner that approaches the 
tutorial. Those who have been receptive and have implemented the 
suggestions of the student teams are achieving results that are 
tangible and can be counted in profits and businesses saved from 
disaster. Plans for next year indicate a greatly expanded program, 
with resultant impact on the small business communities of this 
country. 

Internal Evaluation Of The 
Management Assistance Program 

Over the years, the SBA’s Management Assistance programs have 
grown in both depth and breadth, as the foregoing history 
demonstrates. Of continuing concern to the Agency is the question 
of impact of these programs on the U.S. economy, the small 
business community at large, and the viability of particular small 
business enterprises. Of equal concern has been the question of 
benefits in relation to costs. 

In 1969, the SBA undertook a pilot cost/benefit analysis of its MA 
programs in 12 of the 62 SBA Offices. In 1971, this pilot survey 
was expanded to include all Regions.9 

Survey Objectives 

The objectives of the study were: 
1. To determine the estimated primary benefits to the small 

businessman from the SBA’s Management Assistance Pro¬ 
gram; 

2. To evaluate the general effectiveness of the Program; 
3. To establish the basis for, and compute, the benefit/cost ratio 

of the Program. 
Three major parts of the Management Assistance Program were 

selected for study. These were SCORE, Training (including cospon- 

9 Measuring the Benefits of Management Assistance: A Study of Benefits and Costs of the 

Management Assistance Program, unpublished SBA document. 
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sored courses, SBA conferences, and SBA workshops), and Counsel¬ 
ing (comprising management advice and assistance provided by SBA 
employees directly to small businessmen). 

Methodology 

The methodology employed in conducting the study involved a 
mailed questionnaire sent to a random sample of businessmen who 
had received management assistance. The purpose of the question¬ 
naire was to obtain information concerning (1) changes instituted by 
small business firms as a result of assistance received under the 
Program; (2) whether the firm’s profit had changed during the year 
following receipt of assistance; and (3) the extent to which the 
profit change was specifically due to SBA Management Assistance. 
Information gathered from (1) above included (a) changes in 
employment of the firm that had occurred in the year following 
receipt of management assistance, and (b) changes in investment 
outlays. Non-respondents were surveyed on a random basis by SBA 
personnel through direct contact.10 Nationwide, the respondents 
represented the views of 14,417 business firms. 

SURVEY RESULTS 

The results of the study provided information on (1) the direct 
benefits to the small firm from management assistance programs 
and (2) the benefit/cost ratio of these programs. 

Direct Benefits To The Firm 

The average profit increase directly attributed to SBA Manage¬ 
ment Assistance programs was $414. The total benefits to the small 
business community during the first year following assistance were 
conservatively estimated at $6,385,708 and the projected (1970-74) 
benefits at $26,205,355. 

The number of persons employed by small businessmen partici¬ 
pating in MA courses, clinics, conferences, or counseling increased 
from 229,962 to 250,692 as a direct result of MA programs, according 
to respondent’s estimates. This 9 percent increase is particularly 
significant in view of the economic recession that was in progress 
during the survey period. 

Finally, as a direct result of Management Assistance Programs, 
average investment expenditures in the following year increased by 
$18,615. This represented a total attributable investment of approx¬ 
imately $70.7 million. 

10 As in most surveys of this kind, there exists some bias toward reporting by those 
who were “favorable affected.” Direct contacts were made with at least one-quarter of 
non-respondents in each region. Depending upon number of non-respondents in each 
region, the personal contact ratio varied from 100 percent to 25 percent, with a typical 
figure of approximately 50 percent. 
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While these figures may appear quite modest, it should be 
remembered that they represent profit, employment, and invest¬ 
ment changes directly resulting from the Management Assistance 
programs alone. Moreover, it should be recognized that many of 
the respondents were extremely small, with quite small base figures 
for profit, employment, and investment. These results should also 
be viewed in light of comparisons with firms that did not receive 
management assistance. Results of the pilot survey were thusly 
compared, showing that profits of assisted firms increased by 77 
percent more than those who did not participate in Management 
Assistance programs. Overall, the direct benefits flowing from MA 
programs to the small business firm permit a favorable interpreta¬ 
tion of these programs, an interpretation which is reinforced by the 
benefit/cost analysis which comprised the second phase of the study. 

Benefits In Relation To Costs 

As previously noted, MA programs involve a public investment of 
tax revenues in improving the management and viability of small 
firms. As such, it is appropriate to make periodic estimates of the 
ratio of benefits to program costs. The survey questionnaire, 
together with other data, enabled the SBA to make such an 
estimate. 

MEASUREMENT OF BENEFITS 

Because of the complexity of the problem of measuring benefits, 
the SBA study was confined to the use of “profits directly 
attributable to MA programs” as the total benefit derived from 
management assistance. Obviously, then, the numerator of the ratio 
thus calculated represents a conservative estimate of benefits. 
Secondary income generation resulting from the program is not 
estimated or included in the ratio. For example, no attempt was 
made to derive the secondary income and employment benefits of 
higher investment expenditures attributed to the Program. In 
effect, these omissions result in an underestimate of the social 
benefit of the SBA’s Management Assistance efforts, and the results 
should be interpreted in this light. 

In estimating benefits of the Program, first year profits attribut¬ 
able were projected for five years, discounted at 10 percent for the 
four years following the survey. This procedure was based on the 
observation that many of the changes instituted by the firms would 
generate future profits; the assumption was made that the average 
profit change would last for five years, which was considered a 
conservative estimate of the time-flow of benefits. Additionally, it 
should be noted that the assumption of base year profit constancy 
over the five-year period (discounted at 10 percent to obtain 
present value) was also conservative. Finally, future estimated 
profits were reduced by a percentage to account for inflation. 

Overall, then, the estimate of benefits was constructed on 

268 



conservative principles, thus making for a conservative estimate of 
the benefit/cost ratio. 

PROGRAM COSTS 

Costs of the MA program were computed in specific detail. Both 
direct and overhead SBA costs attributable to the program were 
computed. These included employee costs, the time of Regional and 
Washington office administrators, the proportionate share of office 
overhead, and the costs of publications. In addition non-SBA costs, 
such as the tuition of businessmen attending conferences, the time 
participants were away from their firms, and the time devoted by 
other Government Agencies to the SBA programs were included.11 

The Computed Benefit I Cost Ratio 

Calculation of the Benefit/Cost ratio for MA programs resulted in 
an estimate of 9.2 to 1. In effect, this means that every dollar of 
computed cost expended generates $9.20 of profits to the small 
business community over a period of five years, discounted to 
present value and taking into account the inflationary trend. Since 
non-SBA costs were included in the denominator, their exclusion 
would increase the ratio of benefit to direct Governmental expenses 
involved in Management Assistance programs. 

It is also interesting to note that the pilot study estimated that 
additional profit taxes generated from MA programs would exceed 
total program costs by approximately 50 percent. This indicates that 
the program directly contributes to Government revenue IV2 times 
Government and non-Government expenditures. 

Conclusion And A Look Ahead 

The past twenty years have witnessed a broad expansion in the 
SBA’s efforts to assist small business firms through management 
training, education, and counseling. This effort has enlisted the 
cooperation and resources of a broad spectrum of private individu¬ 
als and institutions, without which the Program’s success would have 
been less outstanding as a whole and virtually impossible in certain 
of its parts. Relatively modest Government expenditures, in combi¬ 
nation with private resources, have had a clear and definable impact 
on the strength of small business in the American economy. 

The subsidy involved in these programs has demonstrably paid 
substantial dividends to the economy in the form of higher profits, 
greater employment and business investment, and tax revenues to 
the Federal Government. 

11 Excluded from the cost estimate were the services of SCORE and ACE volunteers. 
To the extent that the services of volunteers represented opportunity costs to society, 
this omission tends to result in an overestimate of the benefit/cost ratio. In the case 
of SCORE volunteers, however, this omission may not be a serious flaw in the analysis, 
since the services were offered by retirees who would not otherwise be employed. 
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It especially should be noted that the SBA’s Management 
Assistance efforts have generated greater interest on the part of 
private institutions in the problems of small business management 
education and training. In no small measure, the resulting expan¬ 
sion of private efforts—which were notably lacking twenty years 
ago—is a desirable outcome of the program. 

As this essay is being written, a major administrative reorganiza¬ 
tion is underway which reflects the growing awareness of the 
importance of Management Assistance as a highly important factor 
in improving the skills and the success quotient of the Nation’s small 
business community. 

The identification of a SB A borrower’s management assistance 
needs, at the present time, is accomplished by the borrowers’ 
Service Officer who functions in Loan Administration under 
Financial Assistance, which is organizationally separated from the 
area of Management Assistance. After the realignment, all func¬ 
tional resources and responsibilities pertaining to Management 
Assistance will be combined into a single organizational entity, on 
the premise that small business will be served more effectively in 
this way. 

Counseling service to borrowers is presently provided by Finan¬ 
cial Assistance personnel, while counseling service to nonborrowers 
is furnished by Management Assistance personnel. Once the reorga¬ 
nization is accomplished, counseling for all small businessmen will 
become the responsibility of the Office of Management Assistance. 
The professional management consulting services supplied by non¬ 
governmental agencies and private industry on a contractual basis 
(the 406 Program) will, in the future, also be administered by 
Management Assistance. 

The education program will, according to present plans, be 
increased, as will the cosponsored training workshops and seminars. 
The vast volume of volunteer services supplied by such national 
organizations as SCORE, ACE, and the National Association of 
Accountants, to name only a few, will be coordinated by Manage¬ 
ment Assistance, both on the National level and in the field. The 
Small Business Institute, begun as a pilot program in 1972, will be 
enlarged to encompass 150 universities when the fall 1973 academic 
term begins. 

As Administrator Thomas S. Kleppe said in his mid-June 
announcement of the realignment of regional functions: 

[We must] . . . place increased emphasis on the function 
of management assistance to small business with specific 
emphasis on the SB A portfolio. The provision of manage¬ 
ment assistance is a major function of the SBA and should 
be upgraded in our system of delivering our services to 
the small business community. The management assistance 
function in the regional and district offices will be 
separated from procurement and established as a separate 
organizational unit. As a result, both the procurement 
assistance and the management assistance functions will 
receive the full attention of our key regional staff. 
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Introduction 

Many new ventures fail! This should not dissuade the prospective 
entrepreneur from “going into business.” Rather, it should act as a 
yellow light, a warning to proceed with caution, to recognize one’s 
weaknesses as well as one’s strengths, and to utilize available 
information, advice and professional assistance. 

This chapter analyzes some of the decisions that must be made to 
help to insure a viable, successful business. Much more could be 
said about many of the points which we shall cover, especially in the 
area of technical tax planning techniques. Space limitations, how¬ 
ever, require an overview rather than a detailed examination of all 
possibilities. 

In addition to a lack of proper planning, many businesses fail 
because of inadequate record keeping. In many cases, management 
does not know whether the firm is making money or losing money 
until it is too late to take corrective action. The importance of 
adequate (although not necessarily elaborate) financial records, 
maintained on a current basis, cannot be overemphasized. 

This chapter reviews the accounting and tax elections to be made 
at the inception of a business, as well as its accounting systems. In 
addition, a brief discussion of the nature of revenue and expenses 
and the techniques of budgeting and forecasting is presented. 
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Planning Considerations Prior To 
Organization Of The Firm 

In evaluating the many considerations involved in entering a 
business, and choosing the most appropriate method and legal 
format, it is necessary to recognize the importance of individual 
abilities, goals, financial position, community and family relation¬ 
ships, and applicable tax considerations. Determination must be 
made of one’s aims and goals and consideration given to their effect 
on future decisions. 

The prospective businessman should have a reasonably clear idea, 
at the outset, of his desired long-run relationship to the firm he is 
establishing. This desired relationship will reflect his goals and 
purposes in organizing and investing in the enterprise. He may, for 
example, have a relatively short time horizon with respect to the 
firm, adopting the expectation that, having developed the business 
and generated an income stream, he will sell his ownership to 
others. Conversely, he may adopt a more permanent stance, 
planning to maintain long-run control of the firm, regardless of 
whether it remains closely-held or stock is widely issued to the 
public. These basic decisions will influence still others, including the 
establishment of pension and profit sharing plans, the legal format 
which is most appropriate, desired and appropriate capitalization, 
and the selection of accounting methods. 

It is also important to consider the question of how long other 
key personnel, and other initial stockholders can be expected to 
remain actively associated with the firm. The answer to this question 
will affect the choice of legal organization of the enterprise (transfer 
of interest is more easily accomplished under the corporate form, 
for example), the establishment of incentive plans, and plans for the 
recruitment and training of management replacements. 

The initial planning of an enterprise also requires projections of 
the expected rate of growth of the firm over time. Since there is a 
marked tendency for enterpreneurs to be over-optimistic in this 
regard, and since forecasting errors can lead to disasterous deci¬ 
sions, it is important that prospective management expend consider¬ 
able effort toward the formulation of estimates based on the best 
available evidence and expert “outside” opinion. 

Although the investment necessary to develop these growth 
projections may seem high, the cost may be low in terms of avoiding 
the costs associated with either overinvestment or underinvestment 
in plant facilities and other capital equipment (or the wrong kind of 
such capital), and the costs, both implicit and explicit of a short-fall 
in working capital. For example, a significant overestimate of 
product or service demand may lead to investment in a plant which 
is not economic in terms of feasible output, or in equipment that is 
not optimally suited to the scale of operations dictated by actual 
demand. On the other hand, an underestimate of demand will lead 
the firm to invest in plant and equipment which does not have 
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adequate capacity, thus requiring a future, and occasionally quite 
costly, adjustment of facilities. 

The prospective business organizer must also estimate the relative 
advantages and disadvantages of alernative methods of entering the 
market for the product he plans to produce. In many cases, indeed 
most, he will have at least one choice, and sometimes he will be 
faced with several. Among these are the following: 

1. Starting a new business from “scratch.” 
2. Purchase of a franchise or entering into a licensing arrange¬ 

ment. 
3. Purchase of a going business. 
4. Purchase of part of a going business and joining with 

existing owners to operate the business. 
5. Purchasing only the operating assets of a going business. 
For each of the preceding alternatives, the following items should 

be considered and the advantages and disadvantages valued in light 
of the individual situation: 

1. Financial requirements: 

Capital needed (down payment for purchase) 
Available financing (length of term, rates, etc.) 
Arrangements with suppliers (dating, etc.) 

2. Income tax considerations: 

Non-depreciable assets—i.e. goodwill 
Stepped-up basis in purchases, allocation of purchase price in 

“bulk” purchases, etc. 
3. Personnel requirements: 

Availability of key personnel—labor market 
Technical capabilities 
Business contacts—goodwill 

4. Availability of facilities, machinery, etc: 
Time delays for construction of plant 
Time delays in delivery of equipment ordered 
Technological changes pending market introduction 
Equipment efficiencies 
Cost factors 
5. Costs of ‘Freaking into the market”: 

Out of pocket costs 
Timing and time delays 

6. Tme-required to reach a profitable level of operations. 
7. Questions involved in creating or transferring a business and 

product image. 

Accounting And Tax Elections 

The most appropriate time for business owners to find out the 
comparative legal and tax consequences of forming the business is 
before their business actually comes into existence. Not all of the 
factors and consequences will be known at that time, but the owners 
and their advisors must anticipate as many of them as possible and 
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determine the most appropriate legal format for the business, 
taking into account both tax and non-tax considerations. Of the 
commonly used business organization forms, none is universally 
preferred. The four most popular forms are the corporation, the 
general partnership, the statutory limited partnership and the sole 
proprietorship. 

A business corporation is a legal entity which is created under 
statute, is composed of individuals which may act as a unit under a 
common name, has a succession of membership, and protects a 
member from liability beyond his investment. 

According to the Internal Revenue Code, a corporation may 
include associations, joint stock companies, trusts which can be 
classed as associations, and even certain kinds of partnerships. 
Basically, for tax purposes, an organization will be treated as a 
corporation if the corporate characteristics are such that the 
organization more nearly resemble a corporation than a partner¬ 
ship, estate or trust. The characteristics of a corporation are: 
associates; an objective to carry on a business and to divide the 
gains; continuity of life; centralization of management; limited (not 
personal) liability; and free transferability of interests.1 

In 1958, to encourage and support small business enterprise, 
Congress enacted legislation aimed at permitting businesses to enjoy 
the advantage of operating in corporate form without necessarily 
incurring liability for the corporate income tax.2 As a legal business 
unit, the tax-option corporation is still a corporation, although it is 
restricted in certain ways in order to meet the tax requirements. 

A tax-option corporation, whose income is taxed directly to the 
stockholders and whose net operating loss may be offset against 
personal income of the stockholders, is a domestic corporation of 10 
or less stockholders.3 The decision to become a tax-option corpora¬ 
tion requires the unanimous consent of the stockholders. 

A general partnership is an association of two or more persons 
formed to carry on as co-owners a business for profit. A general 
partnership subject to a state law similar to the Uniform Partnership 
Act is taxable as a partnership. A general partnership has no 
continuity of life or centralized management, and personal liability 
exists with respect to each general partner. 

A limited partnership is a business association formed by one or 
more general partners, together with one or more limited partners 
who are not bound by the obligations of the partnership beyond a 
specified amount. 

1 Thus, an organization can be taxed as a corporation even though it has not complied 
with local law requirements and, therefore, is not recognized as a corporation under 
state law. 

2 I he beneficiaries of this legislation are corporations meeting the requirements of 
Internal Revenue Sections 1371-1378, variously referred to as tax-option corporations, 
Subchapter S corporations, or pseudo-corporations. 

3 1 hese may be either individuals or estates, none of whom are nonresident aliens, 
with one class of stock. In addition, there are restrictions on the amount of net operating 
losses which may be offset. 
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The sole proprietorship is actually the absence of business organiza¬ 
tion. It is the noncorporate ownership of a business by one 
individual. A sole proprietor can only be taxed as an individual, 
regardless of the size of the operation. The sole owner of a 
corporation, who would be considered a sole proprietor except for 
the act of incorporation, does not continue to be taxed as a 
corporation after expiration or termination of the corporate charter 
if he continues business operations. 

There are numerous considerations in choosing a corporate or 
noncorporate form of business organization: 

Limited liability has become a more attractive advantage of 
corporate form as both areas and amounts of liability for personal 
injury, negligence, product warranties, etc., have expanded. The 
corporate form is preferable for an entrepeneur who wants to risk 
only a fixed amount in the business venture in which he is actively 
engaged. In a partnership, a general partner is also liable for his co¬ 
partner’s share of liabilities. A partner’s liability can be limited, but 
he must be an inactive partner, and must be designated a limited 
partner in the association. 

If continuity of the business is desired, the corporate form is the best 
form and the sole proprietorship is the worst. Insofar as continuity 
after changes in ownership is concerned, the negative is accentuated 
under the noncorporate form—the entity is liquidated unless its 
continuation is affirmatively required. In contrast, the positive is 
accentuated under the corporate form—the corporation remains in 
existence after a change in ownership unless its liquidation is 
affirmatively required. 

Free transferability of a business interest exists when one member 
of the organization can transfer his interest (including all of its 
inherent rights and privileges) to an outsider, without either the 
consent of the other members or causing a legal dissolution of the 
organization. Ordinarily, free transerability is a highly desirable 
attribute—but in the case of a closely held business, limited 
transferability is better, if not essential, for the continuity of the 
business. When one owner withdraws, the others will want the right 
to at least turn “thumbs down” on anyone to whom he might want 
to transfer his interest. Interests in a sole proprietorship are 
obviously freely transferable. Since each asset and liability must be 
individually transferred, there will be more detail involved in the 
sale or exchange of proprietorship interests than there will be for 
other kinds of interests.4 

In contrast to partnership interests, a stock interest in a corpora¬ 
tion is freely transferable except to the extent of reasonable 
restrictions. Free transferability is generally as undesirable for 
shares of a closely held corporation as for interests in a partnership. 
Therefore, restrictions are usually placed on the transfer of closely 
held stock. Only “reasonable” restrictions are legally valid; what is 
considered reasonable will vary from state to state. Generally, it will 

4 A partner can transfer his interest only to the extent specifically consented to by 
the partnership agreement of the partners. 
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be reasonable if each stockholder is required to first offer his shares 
to the corporation and then to other stockholders at a formula price 
before selling the shares to outsiders.5 

Although local business laws may require licensing, an individual 
generally has complete flexibility and freedom in operating a 
business under the sole proprietorship form. To start and stop 
doing business, a sole proprietor simply opens and closes the doors 
of his place of business. He can conduct his business informally, and 
change the capital structure and the nature of the business when 
and as he chooses. 

Partnerships enjoy substantially the same flexibility and freedom 
in doing business as sole proprietorships do. To assure limited 
liability for some partners, however, a limited partnership must 
comply with statutory requirements for filing and publishing the 
partnership agreement. When a partnership is terminated, notifica¬ 
tion and publication are necessary to protect one partner against 
continuing liability for the acts of another partner. 

For corporations, there are restrictions and regulations from 
conception to liquidation. Before a corporation can begin to 
“breathe,” its name must be approved, incorporation fees must be 
paid, and its certificate of incorporation must be approved. A 
corporation must be operated in a formal manner—stockholders’ 
and directors’ meetings must be regularly held and minutes kept of 
these meetings. Changes in capital structure of business activities 
may have to be approved by the state. Before a corporation can 
stop “breathing,” certain fees must be paid and a dissolution 
certificate obtained. 

In general, government restrictions and regulations are unfavora¬ 
ble attributes of corporations, but they are no more difficult to live 
with than most other government controls to which any business is 
subject. 

The corporate form is superior to the unincorporated form for 
attracting new capital and for accumulating earnings as capital. 
Insofar as borrowing capital for a closely held business is con¬ 
cerned, both forms are generally in the same position. The amount 
of money remaining for reinvestment after taxes will depend upon 
the individual circumstances, but generally a corporation will 
accumulate earnings faster than a high tax bracket individual.6 

In determining the taxpayer status of the organization the key 
question is: “Is the business organization a taxpayer, separate and 
distinct from the individual taxpayer-owners?” The corporation is. 
The sole proprietorship and the partnership are not.7 

5 Such restrictions should be inserted in the certificates of incorporation (or at least 
in the by-laws) and conspicuously printed on the stock certificate. 

Other considerations which apply include such questions as: (1) can the business 
be legally operated in corporate form, i.e. incorporation of professional service organiza¬ 
tions (doctors, lawyers, C.P.A.’s, etc.)?; (2) might the corporate “image” create a negative 
effect with customers or clients?; and (3) can management be more effectively centralized 
by using the corporate form? 

7 However, as previously discussed, a corporation may, under certain conditions, elect 
not to be taxed as a corporation. The shareholders may be taxed directly, whether 
or not the income is distributed. 
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Primarily, the taxpayer concept for income taxation of corpora¬ 
tions and stockholders and the conduit or non-taxpayer concept for 
taxation of unincorporated businesses affect both the tax liability of 
a business’ distributed income and the time earnings are taxed. 
Presently, the maximum corporate tax rate (48 percent) is substan¬ 
tially lower than the maximum individual rate (70 percent) imposed 
on the income of an unincorporated business; however, the 
maximum tax on an individual’s earned income is 50%. Corporate 
income is vulnerable to double taxation (in the sense that the 
corporation first pays a tax on its net income and stockholders are 
further liable to the individual income tax on their share of 
distributed dividends), while unincorporated business income is only 
taxed once. 

Among other Federal tax considerations are: 
1. It is consequential whether investments by shareholders are 

classified as loans or equity capital, but it is usually inconse¬ 
quential how the owners’ investments in unincorporated 
businesses are classified. 

2. The Internal Revenue Service may question the reasonable¬ 
ness of compensation paid to employee-stockholders but will 
almost always accept the propriety of compensation paid to 
the owners of an unincorporated business. 

3. Officer-stockholders in a corporation can benefit from 
participation in corporate deferred compensation plans to 
the same extent as any other employee, but individual 
proprietors can gain only limited benefits from participation 
in self-employed deferred compensation plans. 

4. Subject to some significant exceptions, more favorable tax 
treatment is available for the disposition or liquidation of 
ownership interests in unincorporated businesses than for 
stock interests in corporations. 

5. The corporation can provide better averaging and stabiliza¬ 
tion of income for working stockholders than the unincor¬ 
porated business can for its working owners. 

6. The amount of earnings that may be retained for the 
“reasonably” anticipated needs of the business may be 
greater under the corporate form. 

7. The corporate form may provide the ability to defer 
realization of income through the selection of a fiscal year 
for the business. 

8. A business will probably incur greater and more numerous 
non-federal tax liabilities under the corporate form than 
under a non-corporate form, especially if it is engaged in 
multi-state activities. 

When a new business is being started, it may be better to delay 
incorporation and do business in an unincorporated form if initial 
operations are likely to result in losses which could be offset against 
personal income currently, or which can be carried back to other 
income years.8 

H A similar result is possible through the use of a Subchapter “S” election. However, 
unlike a sole proprietorship or partnership, losses of a Subchapter “S” corporation may 
only be deducted bv the shareholder to the extent of his investments and loans. 
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Choice of the right year end may facilitate the process of “closing 
the books,” etc. and reduce accounting costs. A “natural” business 
year, frequently not a calendar year, should be selected. A natural 
business year is one which will facilitate the matching of related 
income and expenses. If the business is an annual cyclical business 
with a crest and a trough of activities, both the peak and the trough 
should be included in the accounting year. The natural business 
year should close at the trough when operations, inventories, and 
work load are at a minimum. 

For income tax purposes, a new corporation may select as its 
taxable year a calendar year of 12 months ending December 31, or 
a fiscal year which would also be a period of 12 months, but ending 
on the last day of a month other than December. 

Shorter taxable periods are permissible only for the first and last 
year of the taxpayer’s existence, unless the taxpayer is permitted to 
change his accounting period. A fiscal year may be used for federal 
income tax purposes only if adequate books are kept on a fiscal 
year basis. The first taxable period begins on the date the 
corporation’s existence commences under local law, and not when it 
actually begins to do business. The corporation may select its 
taxable year without the approval of the Internal Revenue Commis¬ 
sioner, and must file its return, or request an extension of time to 
file, within two and a half months after the month selected as the 
end of its taxable year. If it does not, it will be forced to use the 
calendar year as its taxable year. 

In general, it is best to select an accounting period which will 
postpone the payment of taxes and which will most effectively use 
early losses against anticipated income.9 

It is recognized that there are no uniform accounting methods 
which can be prescribed for all businesses. A method of accounting 
which clearly reflects income by consistent application of generally 
accepted accounting principles for the particular trade or business is 
an acceptable method for both financial reporting and federal 
income tax purposes. 

Under the cash receipts and disbursements accounting method, 
income items are reported in the year they were actually or 
constructively received in cash or its equivalent, and deductible 
items are allowed when paid in cash or in other property. A pure 
cash receipts and disbursements method is unacceptable for tax 
purposes. For example, capital expenditures cannot be deducted in 
the year paid. In general, cash basis accounting has very limited 
usefulness, for very specific situations. Cash basis statements for 
management purposes should generally be avoided except in 
unique circumstances. 

Under the accrual method, both income and deductions are 
reported in the year in which the right to receive an income or the 

9 The company may want to extend the first taxable year to include enough income 
to fully utilize the $25,000 surtax exemption. (The first $25,000 is subject to tax at 
a 22% rate while any amount over that is taxed at 48%.) 
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obligation to pay for a deductible item becomes fixed and the 
amount is determinable with reasonable accuracy.10 

The advantages and disadvantages of these accounting methods 
essentially involve the timing of recognition of income and expenses. 
Deferral of taxes and flexibility for planning purposes are the two 
primary objectives which are most frequently sought by business 
firms. From a non-tax viewpoint, the accrual method is generally 
preferable. Income and deductions are more closely correlated 
utilizing this method and hence, the results of operations will be 
more clearly reflected. 

Most special methods of accounting will be inconsistent with the 
overall method chosen by the firm, but are acceptable for both 
financial and income tax reporting purposes provided they are 
applied consistently from year to year. The more common special 
accounting methods include: 

1. The Cost method of inventory valuation, under which 
inventories are carried at the cost of manufacture or 
purchase. The goods on hand in the closing inventories must 
be identified under one of the following methods, each of 
which constitutes a binding accounting method election in 
itself: FIFO (first-in, first-out), LIFO (last-in, first-out), 
average cost, specific identification, and the retail method. 

2. Cost or market, whichever is lower. Under this method, each 
inventory item (or, more practically, class of items) is valued 
at market value when it is lower than cost. In general, 
market value is the replacement cost of purchased items and 
the reproduction cost of manufactured inventories.* 11 

3. The reserve method for bad debts, which is available only to 
businesses which sustain “ordinary” (regularly recurring) bad 
debt deductions, and the specific charge-off method, which 
is available to any business. 

4. Applied to “long-term contracts,” both the cash and accrual 
methods of accounting can distort taxable income for a given 
accounting period. The Internal Revenue Code, recognizing 
this, provides alternative methods for reporting income from 
building, installation, or construction contracts covering a 
period in excess of one year from date of execution to the 
date on which the contract is finally completed and accepted. 
There are actually three methods of accounting for long¬ 
term contracts—1) “physical percentage” of completion, 2) 

10 There is a hybrid method which is a combination of the two methods mentioned 
above. According to the Internal Revenue Code, there is only one permissible com¬ 
bination—computing gross income (receipts less cost of goods or services sold) on the 
accrual method while all other income and expenses are reported on the cash method. 
The combination of the cash method for computing gross business income and the 
accrual method for computing business expenses is specifically prohibited. 

11 Special industries have other methods of taking inventory available to them. 
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“dollar percentage” of completion and 3) “completed con¬ 
tract.”12 

For a corporation, the completed contract method will generally 
be preferable. The payment of tax on profits is deferred until the 
job is completed, thus giving the contractor extended use of tax 
dollars. The pyramiding of income, which occurs under the 
completed contract method, will be of little consequence under the 
corporate flat tax rate (22 percent to 48 percent) structure. The 
completed contract method will be disadvantageous on unprofitable 
jobs, since the tax benefit of the loss will be deferred until the 
contract is completed. It is permissible to use one method for tax 
purposes and another for financial reporting. 

A dealer in personal property regularly selling on the installment 
(or revolving credit) plan may elect to report the gross profit on 
such sales under the installment method. Installment plan sales 
include those in which the customers are required to make periodic 
payments, and do not include open credit sales in which there are 
no arrangements for payments. The chief tax virtue of the 
installment method is that taxes do not have to be “prepaid” on 
accrued gross profits until realized in cash or other property. This 
means interest-free use of tax dollars, and, more importantly for 
corporations with cash problems—the conservation of dollars. The 
chief disadvantage is that record-keeping problems and costs are 
increased. 

Research and development expenses generally include all costs inci¬ 
dental to the development and improvement of an experimental or 
pilot model, a product, a formula, an invention, and so forth. There 
are three methods of tax accounting for research and development 
expenses: 1. Deduct them currently; 2. Capitalize the expenses and 
amortize them over a period of not less than 60 months; 3. 
Capitalize the expenses and deduct the entire capitalized amount 
when the project is abandoned.13 

Generally, organization expenses are capital in nature, but an 
election can be made to amortize them over a period of 60 months 
or longer, commencing with the month in which the corporation 
begins business. 

According to the regulations, expenses incurred after the close of 
the year in which the going business is incorporated will not be 

12 i. The physical percentage of completion method is one under which gross income 
from the contract is determined by multiplying the contract price by the percentage 
of physical completion, the percentage being based on an architect’s or engineer’s cer¬ 
tificate; 

ii. The dollar percentage of completion method is one which is similar to the preceding 
one, except that the percentage of completion is the ratio of total costs incurred as 
of the year end to the total estimated costs on the contract. This method, although 
not specifically approved by the regulations, is accepted in practice; 
iii. The completed contract method under which the profit on the contract (gross income 
less related expenses) is reported in the year the contract is “finally completed and 
accepted.” 

13 1 he method used for book accounting does not have to conform to the one used 
for tax accounting. Thus, a taxpayer may currently deduct such expenses on its tax 
return, but capitalize them on the books. 
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amortizable; thus, in the case of perpetual life corporations such 
expenses will not be deductible until the year of liquidation. Since 
there is no statutory authority limiting the period during which 
organization expenses must be incurred, the regulations are overly 
restrictive. To avoid the problem, it is advisable to attend to all 
organizational activities promptly, and time the acquisition of the 
business and close of the first accounting period so that sufficient 
time is available for incurring all substantial organizational ex¬ 
penses. 

Planning Corporate Capitalization 

For the closely-held corporation, the capital structure should be 
designed to meet the needs of both the corporation and the 
stockholders. In order to accomplish this, the initial capitalization 
should be planned as part of the pre-incorporation study and 
supported by adequate cash projections and operations forecasts. 
The objectives of pre-incorporation cash projections are to: (1) aid 
in establishment of the company objectives and policies; (2) obtain 
the participation of all concerned in determining the most advanta¬ 
geous course; (3) provide a means of viewing the feasibility of 
heretofore informal plans; (4) aid in obtaining adequate financing— 
as a sales tool to bankers, investors, etc.; and (5) aid in determining 
the total funds required as a basis for planning the corporate 
capitalization. 

The business and tax considerations involved in planning the 
amount and nature of the initial capitalization include: (1) require¬ 
ments of state laws and of other regulatory agencies; (2) require¬ 
ments of lenders; (3) effect on earnings of debt as opposed to 
equity, capital; (4) the availability of funds—money-market condi¬ 
tions, and the amount needed to finance anticipated growth. 
Moreover, it should be recognized that the corporation is entitled to 
a tax deduction for interest on debt, but dividend distributions are 
non-deductible. Further, if the venture fails, loans made by the 
shareholder-lender to the corporation would be bad debt losses and 
deductible by the individual, either as a business bad debt or, more 
frequently, as a non-business bad debt which is treated as a short¬ 
term capital loss for tax purposes.14 

Estate planning considerations should also be taken into account 
in determining the Firm’s capitalization, particularly in cases of 
family corporations. Objectives will differ, of course, from one 
situation to another, but in the typical situation where older and 
younger generations are to hold interests in the business, a general 
program may call for retention of control in the older generation 
while placing growth potential in the younger generation to 

14 Internal Revenue Code Section 1244 creates an incentive for capitalizing with stock 
rather than debt since, on a joint tax return, losses of up to $50,000 of the investment 
will be allowed as a deduction against ordinary income. 
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minimize estate taxes. In addition, planning may call for the 
creation of an interest which may be used by the older generation 
for charitable contributions without a loss of control over the 
business. Consideration should be given to the following methods of 
capitalizing to meet family and estate objectives: 

1. The tax advantages of capitalizing with indebtedness have 
been mentioned. Additionally, debt is an ideal security to use 
in connection with an anticipated program of charitable 
giving by the older generation, since it usually will have a 
readily ascertainable value and can be given to charity 
without loss of control over the business. The issuance of 
substantial indebtedness will also have the effect of lowering 
the value of common stock, which later can be given to 
members of the younger generation at the cost of little, if 
any, gift tax. 
Accordingly, a well thought out estate plan will often dictate 
in favor of issuing substantial indebtedness to the older 
members of the family group. One notable disadvantage in 
this strategy is that interest income will be payable to a high 
bracket taxpayer until the indebtedness is disposed of; this 
problem, nevertheless, can be minimized through appropri¬ 
ate downward adjustments in salaries. 

2. Nonvoting preferred stock may be used to supplement indebted¬ 
ness in connection with a charitable program. Such stock, 
assuming it provides for a fair dividend, will usually have a 
readily ascertainable value and may be given without losing 
any control over the operation of the business. 

3. Voting preferred stock offers a means whereby the older 
generation may retain control over the corporation while at 
the same time lowering the value of common stock and 
thereby making it possible to transfer growth potential to the 
younger generation at the cost of little if any gift tax. The 
voting rights of the preferred stock may be fixed in such a 
way as to permit it, under local law, to control such major 
decisions as the decision to liquidate or to sell assets. 

4. Voting common stock will reflect future growth in the business 
less interest and dividend requirements of the senior securi¬ 
ties. Under the plan suggested here, voting common stock 
may be given to the younger generation at the outset or by 
periodic gifts designed to keep the gift tax to a minimum, or 
it may be sold to them at a low price. Voting common stock, 
under a capitalization such as has been suggested here, may 
also be used for sale or issuance to key employees who wish 
to share in the growth potential of the business at a low 
cost.15 

15 I he possibility of electing under Subchapter “S” or incorporating with Sec. 1244 
stock must be thoroughly reviewed before any consideration is given to a second class 
of stock which would be a disqualifying factor for such elections. 
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Accounting Systems 

The accounting system is the means by which the transactions of 
the business are recorded and analyzed. The system may provide 
for the manual recording of transactions or, in the case of a larger 
or more complex business, a fully automated approach. There are 
various degrees between these two extremes. 

A small business would probably begin with a manual system. 
Each transaction would be recorded individually in an appropriate 
journal, e.g., cash disbursements, cash receipts, purchases, sales, etc. 
At the end of the month it would be customary for these individual 
journals to be summarized and posted to a general ledger. It is this 
ledger which would provide the information for the preparation of 
financial statements. Likewise, there would be postings to the 
receivable, payable and possibly other specialized ledgers as re¬ 
quired. 

At some point, growth in the amount of transactions would 
mandate some form of “automation.” This might be what is 
commonly referred to as a “one-write” system for some journals and 
a manual system for others. This would depend on the individual 
needs of the business, the costs and benefits entailed, as well as the 
preference of the bookkeeper or other individual who is responsible 
for the maintenance of the accounting records. 

Assuming continued growth and a need for the generation of 
faster and more sophisticated financial data, the next approach 
would be partial or complete computerization of the accounting 
system. This can be accomplished through the use of service 
bureaus or an “in-house” computer. Service bureaus provide 
package programs for accounts receivable and payable, payroll, 
inventory control, etc. They are ideal for those businesses which 
either do not require, or are not financially able to make, the rather 
large commitment in cost and manpower required of an “in-house” 
operation. The advantages of an “in-house” system are immediate 
response, lower costs if fully utilized, and confidentiality of input 
data.* 

It must be emphasized that accounting needs vary from business 
to business. Accounting systems should be developed on the basis of 
individual requirements of the business and the capabilities of the 
personnel who perform the accounting function. 

Basic to any accounting system is the Chart of Accounts, which 
provides the framework for the original collection and recording of 
all financial data, and furnishes the structure of accountability for 
the assets and liabilities of the enterprise. The chart which is 
appropriate for any particular company is primarily dependent 
upon the complexity of the organization and the desires of 
management, rather than upon its size. The chart may be designed 
along lines of responsibility for the larger, more complex compa- 

*For an extensive discussion of automated systems, see Chapter XV. (Editor) 
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nies, and along functional lines for the smaller, less complex 
companies. Before the chart of accounts is designed, the organiza¬ 
tion of the company should be analyzed to be sure that the lines of 
authority and responsibility are clear. The chart of accounts should 
be designed to conform to the responsibilities indicated in the 
organization chart so that such groupings govern the collection and 
recording of revenue and expense data. Management must deter¬ 
mine the specific nature of the information to be supplied by the 
recording process and whether specific information is to be 
accumulated pursuant to provisions of: 

1. Contracts (such as franchise or distributorship agreements); 
2. Loan agreements (FHA indentures, etc.); 
3. Tax reporting requirements (non-taxable sales, out of state 

transactions, etc.); 
4. Requirements for bidding on government contracts (over¬ 

head determination and cost allocation, etc.). 
A prior determination of the capabilities of the personnel and the 

accounting systems employed to handle the classification of infor- 
matiop to be called for in the chart of accounts is critical, as is a 
periodic review of the transactions in order to determine whether 
the chart of accounts requires revision. 

Sufficiently detailed accounts should be provided so that the items 
which go into each account are relatively homogeneous. In the 
beginning, it is generally good practice to err on the side of over¬ 
providing accounts, some of which can be later eliminated or 
consolidated. Straight numerical coding of accounts is usually the 
simplest and most efficient method, especially where some form of 
automatic data processing is to be employed. 

A satisfactory code is one that performs its functions without 
being cumbersome in application. A good code system should be: 

1. Flexible, having the capacity for expansion or revision; 
2. Easily committed to memory, having a logical organization; 
3. Inexpensive to perform; 
4. Decentralized—coding should not necessarily be restricted to 

a single officer or employee. 
To as great an extent as possible, the chart of accounts should be 

laid out in financial statement order. A detailed description of each 
account and detailed instructions regarding its use should be 
prepared as an aid in making proper classification of entries. Charts 
for “cash basis” businesses should be capable of immediate conver¬ 
sion to the, accrual basis. Frequently an accrual basis chart is 
prepared for the business even though many of the accounts may 
not be used. 

As noted above, the chart of accounts should be tailored to the 
needs of the particular business. The following exhibit, therefore, is 
merely an illustration of the accounts that might be established by 
the firm. Some enterprises may find less detail required, while 
others may find that greater break-down is desirable. In general, as 
the illustration indicates, two major account classifications are 
necessary, the balance sheet account (101-305), and the income and 
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EXHIBIT I 
CHART OF ACCOUNTS 

Account Number Account Title—Balance Sheet 

101 Cash in Banks 
104 Petty cash fund 
123 Accounts receivable—customers 
125 Claims receivable 
129 Allowance for doubtful notes and accounts 
141 Beginning inventory—finished goods 
142 Beginning inventory—raw materials 
148 Allowance for inventory losses and obsolescence 
161 Prepaid insurance 
162 Prepaid taxes 
171 Due from officers and employees 
180 Land 
181 Buildings 
182 Machinery 
183 Autos and trucks 
184 Furniture and fixtures 
191 Allowance for depreciation—buildings 
192 Allowance for depreciation—machinery 
193 Allowance for depreciation—autos and trucks 
194 Allowance for depreciation—furniture and fixtures 
200 Notes payable to banks 
201 Accounts payable—trade 
207 Withholding axes 
209 Accrued salaries and wages 
214 Accrued social security tax 
218 Provision for federal income tax 
300 Common stock 
301 Preferred stock 
302 Additional paid-in capital 
305 Retained earnings 
400 Gross sales 
401 Sales returns 
402 Trade discounts 
403 Allowances 
405 Cash discounts allowed 
550 Merchandise purchases 
552 Purchase discount 
554 Freight in 
600 Officers’ salaries 
602 Shipping salaries 
604 Travel and entertainment 
606 Freight out 
608 Automobile expenses 
610 Commissions 
612 Advertising 
614 Depreciation of autos and trucks 
616 Bad debts 
618 Office salaries 
620 Interest expense 
622 Rent 
624 Professional fees 
626 Insurance 
628 Telephone 
630 Payroll taxes 
632 Stationery, printing and postage 
634 Heat, light and power 
636 Miscellaneous taxes 
638 Repairs and maintenance 
640 Depreciation of buildings 
642 Depreciation of machinery 
644 Depreciation of furniture and fixtures 
646 Contributions 
648 Miscellaneous expenses 
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expense account (400-648). The balance sheet account shows the 
financial condition of the firm as of a particular date, including 
breakdowns of both the assets and the liabilities of the enterprise. 
The income and expense account, on the other hand, is useful in 
showing the revenues and expenses of the firm over a given period 
of time, such as the firm’s fiscal year. 

Revenue And Expenses 

Sales revenue is merely the result of selling a certain number of 
units at a particular price. Among the many factors that influence 
the number of units which can be sold at any given price are: 

1. Competition—each product is competing against similar 
products for customer acceptance. Ford competes with 
Chevrolet. Also, products compete against dissimilar prod¬ 
ucts for a share of potential customers’ spendable income. 
For example, color television sets compete against vacation 
cruises, or jewelry. Necessities compete with other necessi¬ 
ties; luxury items compete with other luxury items. 

2. General economic conditions—for example, when mortgage 
money is “tight,” sales of building supplies suffer. 

3. Public acceptance of a brand name which has been built 
through expenditures for institutional advertising—such as 
Coca Cola, Rolls-Royce automobiles, Chanel No. 5 perfume, 
Chivas Regal scotch. 

4. Effectiveness of the sales force, which depends upon how 
well trained and motivated the salesmen are, and how 
efficiently they are organized. 

5. Sales promotions, including special “giveaways” offered to 
customers, two for the price of one sales, use of trading 
stamps, and special contests offered salesmen. 

6. Patent, copyright or formula rights of the Firm which 
insulate it from competition. 

7. Costs of production and distribution. In general, the firm 
facing a given, competitively-determined product price will 
maximize profits by adjusting its output to the point where 
the marginal cost of production and distribution is equal to 
marginal revenue. The volume of sales is thus determined 
by production and selling costs, as well as the product price. 

Fixed or standby expenses are those which will remain at a given 
level without fluctuating while the company is in business. To 
continue in business the company must incur these costs. They may 
be referred to as standby costs since they are incurred even if the 
company does no more than “stand by” to be ready to operate.16 

Programmed expenses act in the same manner as fixed expenses 

lb Examples of these include rent to cover leases of factories, sales or general offices, 
and interest on long-term debt. 
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once certain management decisions are made.17 As in the above 
case, these costs do not vary with the volume of output produced. 

Variable expenses are those which vary directly with level of 
operations, such as commissions (which are a percentage of sales), 
material costs, and factory labor costs. Variable costs are also called 
incremental costs or marginal costs. These costs will automatically 
increase with an increased level of operations. If a company 
increases its production to increase sales, its average variable costs 
and marginal costs will rise commensurately.18 Assuming that 
increased production is sold for more than the increase in 
incremental costs (such as material, labor and commissions), the 
company will realize additional profit which is referred to as 
marginal profit. 

The break-even point is the volume point at which total income and 
total costs are equal. It is that amount of sales which will result in 
neither a profit nor a loss. In other words, the break-even point is 
reached when revenue from sales is sufficient to absorb (a) variable 
costs (costs which vary with production—for example, materials, 
labor, etc.) and (b) fixed costs (costs which do not vary with 
production, for example, rent, salaries, etc.).19 While the break-even 
point can provide useful information for the firm, it is much more 
important for the firm to be able to estimate its marginal costs and 
marginal revenues. Marginal cost is defined as the additional costs 
entailed in the production and sale of one additional unit of output; 
marginal revenue is the addition to total revenue received from an 
additional unit of the product sold. Where marginal revenue is 
equal to marginal cost, that level of output will be the one which 
either maximizes the firm’s total profit (even though at that point 
marginal profit = 0), or makes its losses as small as possible, given the 
cost and revenue circumstances facing the firm. Thus, in order to 
maximize profit, or minimize loss, the firm must estimate both the 
cost of additional production and sales and the marginal revenue 
derived from additional sales. 

Budgeting And Forecasting 

Budgeting is accounting for future events. By estimating all 
elements of income, costs and expenses, on the basis of the best 

17 As examples: 1. The President’s salary may be fixed by the Board of Directors 
at the beginning of the year; 2. A decision may be made to spend $10,000 a month 
for research and development during the next 12 months; 3. The Company may agree 
to set aside $5,000 a month for institutional advertising so that its name appears before 
the public. 

18 At low levels of output, both average variable and marginal costs will decline for 
additional output. Ordinarily, however, the Firm will be operating in the range of output 
where such costs are rising for additional output. 

19 The break-even point is calculated as follows: 
1. Calculate ratio of variable costs to sales; 
2. Subtract this ratio from 100%; 

3. Divide Fixed costs by the remainder to arrive at break-even sales. 
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available information, and then comparing actual results with the 
estimates, management can evaluate performance and can intelli¬ 
gently plan for the future. The chief advantage of budgeting is that 
it requires planning at all levels of the organization and thereby 
provides a means for the continuous evaluation of actual perform¬ 
ance of the business against previously determined objectives and 
standards.20 Without a budget, a business is like a ship without a 
clearly plotted course. 

The essentials of a successful budgeting system are the establish¬ 
ment of management objectives, measurement standards, and 
responsibility for performance; the measurement of actual perform¬ 
ance against standards; and the taking of corrective action by the 
responsible executive. 

An organization chart for the firm should be prepared, showing 
the flow of authority and the division of responsibility. A properly 
prepared chart provides a basis for determining the required 
degree of budget detail. The chart of accounts should be reviewed 
and revisions made where necessary in order to provide the means 
of comparing actual to budgeted goals. The sequence in which the 
various portions of the budget is prepared is important to efficient 
and adequate preparation. The goals established in the sales 
budget, for example, influence the amount of selling expenses to be 
incurred. Therefore, the level of certain budgeted expenses, such as 
advertising and other product promotion expenses, are determined 
together with the sales budget. On the other hand, certain items in 
the budget are dependent upon the level of other items. The 
production budget, therefore, cannot be developed until the sales 
forecast is completed; the budget for repairs and maintenance 
cannot be prepared until the level of operating activity is estab¬ 
lished.21 

A complete budget includes a budgeted income statement and a 
budgeted statement of financial condition. The budgeted income 
statement is supported by a sales forecast, a production budget, and 
manufacturing, selling, and administrative expense budgets. The 
budgeted statement of financial condition is supported by a cash 
budget, a budget of receivables and a capital additions budget. Not 
all businesses require an elaborate budget. A smaller business may 
require a budgeted income statement to control operating expendi¬ 
tures and a cash budget to forecast cash requirements. A budgeted 
statement of financial condition may not be required. The nature of 
the business will determine the detail and the amount of time and 
effort required to prepare a budget. 

20 Subsidiary advantages include: (1) improvement in coordination of various business 
activities, (2) improvement of employee motivation, and (3) the emphasis that it gives 
to the interdependence of all phases of the business. 

21 Items which should be considered in developing a comprehensive budget are (1) 
sales forecast, (2) inventory levels, (3) production requirements, (4) personnel require¬ 
ments, (5) costs and expenses, (6) capital expenditures, (7) cash balances and requirements, 
(8) accounts receivable turnover and collection policies, (9) accounts payable payment 
policies, and (10) method of financing capital improvements. 
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Some General Implications 

The foregoing discussion of the organizational and financial 
aspects of new entry into the world of business has been cast in 
terms of optimal planning strategies and procedures. It is quite 
apparent that the decisions required are substantial in number, 
complex in substance, and demanding in terms of management 
effort and organizational expense. 

Many small businesses are organized each year. The life expect¬ 
ancy of these new entrants, on the average, is relatively brief, 
although a very substantial number survive their birth pangs to 
achieve strength and prosperity. The causes of infant mortality in 
the business world are themselves complex and varied, but lack of 
planning and failure to recognize and cope with definable problems 
prior to the undertaking of actual operations must certainly be 
among the leading factors. 

This suggests that the new firm should be prepared to expand an 
adequate amount of its initial working capital on organizational and 
financial planning, in order to avoid costly mistakes and suboptimal 
decisions. 

Information, of course, is an input which has both a cost and a 
revenue to the firm. Investment in information has a rate of return 
not unlike that of investment in plant and equipment. Unfortu¬ 
nately, it is extremely difficult for the organizers to estimate 
precisely the return on information in advance. Hence, perhaps the 
best advice to the organizers of the new firm is that they should (1) 
make an inventory of their existing knowledge of legal and financial 
planning aspects of business organization in relation to needs; (2) 
explicitly recognize the hazards and costs of making uninformed 
decisions, and (3) make a rough calculation of the rate of return on 
investment in information. 

For the majority of new businesses, a relatively modest investment 
in legal and financial advice will yield a high rate of return, 
particularly so where the alternative is either a high risk of early 
failure or becoming locked into disadvantageous tax situations. 

While the discussion in this chapter has pointed out the major 
areas of planning concern for the prospective business venture, 
specific decisions and strategies must be considered within the 
framework of the particular undertaking. Every undertaking is, at 
least in some respects, unique. Planning, therefore, must be 
approached from the standpoint of the goals of the prospective 
owners of the business, their financial and tax situation, and their 
expected relationship to the enterprise in the years ahead. 

Finally, as we noted in the beginning, the complexity of the 
planning problem should not deter the prospective entrepreneur 
from entering business but, rather, should serve as a cautionary 
yellow light. Success in business is not entirely, or even primarily, a 
function of “luck” or “chance”; indeed, the purpose of adequate 
organizational and financial planning is to reduce the influence of 
blind chance on the final outcome of the enterprise. 
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Many small businessmen have probably never heard the term 
“information systems.” If they have, they often think that only large 
organizations need to be concerned with information systems, 
because computers are involved, and computers are expensive. 

Computers are not necessarily involved with carefully designed 
information systems. Simpler machines can be used or none at all, 
or the part-time services of a computer can be obtained through a 
service bureau. In any case, it is no longer true that computers are 
too expensive for small businesses. As the complexity of small 
businessmen’s management tasks increase, then, the virtues of 
information systems should become as relevant as they already have 
in larger businesses. 

Traditional Methods 

The idea that information processing functions should be viewed 
as an overall system, and designed as a single whole, is a relatively 
new one. The managers of most small businesses (and those of 
many large ones) regard information processing as a necessary evil. 
Orders and deliveries must be recorded; customers must be billed 
and employees paid; and financial accounts must be kept. These are 
necessary but relatively uninteresting aspects of running a business, 
and it is logical for a manager to give them little attention and seek 
to minimize the cost. To keep salary costs down, the manager tries 
to have his employees do double duty as clerks, when time permits; 
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secretaries, receptionists and sales clerks prepare invoices and post 
records when not occupied with their primary duties, and the 
manager himself often works late hours on the books. Since no 
member of the firm is likely to be a trained accountant, the 
manager usually hires one to make sure that the books are in order 
and the wage and tax records are adequately prepared. Since, 
however, only a fraction of an accountant’s time is needed to handle 
the records of the individual small business (if the data provided 
are well organized), an outside accounting firm specializing in small 
businesses is usually retained at a lower monthly cost than the salary 
of a full-time accountant. The small business therefore often has no 
one on its payroll who has the background and knowledge to view 
its record-keeping system as an overall information system. It is 
even less likely that anyone in the small business will be familiar 
with computers or other advanced information processing tools. 

The records of the business are typically kept in file folders, in 
one or a few file cabinets. Preprinted forms are used for the highest 
volume transactions, both for neatness and because some are 
specified for government reporting. The forms used are typically 
standard, preprinted ones offered by forms suppliers or recom¬ 
mended by the accountant. The small business rarely goes to the 
trouble and expense of having special forms designed and printed 
to order. 

In addition to forms, a great deal of business information is 
recorded in informal notes. The small business usually enjoys the 
luxury of knowing most of its important customers and many of its 
employees as individuals, and the supervisory employees can usually 
remember all unusual transactions, orders, shipping instructions 
and the like. Informal memoranda therefore serve well enough to 
amplify the information on the standard forms, and there is no 
need for formally designed special procedures to deal with excep¬ 
tional situations. 

Even the smallest business now uses information processing 
machines. The adding machine is universal, and use of a copying 
machine to save duplicate recording of data is nearly so. The cash 
register is universally used where a substantial number of cash 
transactions are performed, as well as addressing machines and 
postage meters where volume mailings are needed. However, none 
of these executes any automatic programs, or sequences of opera¬ 
tions unique to the business. Therefore, the small - business has 
rarely had to formalize its record-keeping procedures in detail, to 
document and explain all the steps performed. 

These record-keeping methods are adequate to handle the basic 
transaction processing needs of the small business. They are also 
the least expensive methods, as long as the amount of work is small 
enough to be handled by no more than one or a few clerks in addi¬ 
tion to the regular staff. They are, nevertheless, only record-keeping 
methods. Their only purpose is to keep the business functioning, to 
account for its finances and property. They tell the manager little 
about many matters of vital importance, such as the trend of 
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manufacturing cost by product, variations in service cost, changes in 
popularity of stock items, rates of spoilage and pilferage, or even 
changes in inventory levels. Managers of small businesses can 
sometimes “feel” such trends and changes as they observe individual 
transactions or inspect stock on the shelves and cash register totals. 
Sometimes a group of transactions can be reviewed in a short time 
to find all the necessary information—usually by the manager 
himself with an adding machine. If these methods are sufficient, 
fine. In many cases, however, the growth of a small business causes 
its management to slowly lose its “feel” for the course of vital 
quantitative aspects of the business. If increasing numbers of 
transactions are delegated to subordinates, the manager can no 
longer personally observe what is happening currently and what has 
happened in the past. An increasing number of transactions also 
makes it more difficult to perform special reviews. Sometimes a 
business grows in complexity even without an increase in volume 
(automobile dealers and electronic parts distributors, for example). 
In such cases, the manager should begin to think of new ways of 
processing transactions that will automatically provide him with key 
operating information. 

The Inflation Of Paperwork Cost 

A need for better operating information is one reason for the 
small business to consider improving its information processing. 
There is another reason, sometimes felt more keenly; the steadily 
rising cost of paperwork. There has been a steady rise in the 
number of different forms and reports required by governments 
and regulatory bodies at all levels. The increasing use of credit 
cards has increased the volume of paperwork in many small 
businesses. More important than the increase in volume, though, 
has been the increase in clerical costs. Many small businesses find 
themselves in the same predicament: the present clerical people are 
overloaded and more help is needed, the salary level for new clerks 
has increased sharply, and yet the profit margin has remained 
steady or even declined. These small businesses are almost forced to 
consider automatic data processing, and the fact that better 
information can be obtained is for many only an incidental benefit. 

Service Bureaus 

If their only interest is in reducing paperwork cost, most small 
businesses prefer to avoid acquiring their own data processing 
machines. An extensive computer service bureau industry has 
grown up to accomodate them. These service bureaus acquire 
computers (usually of medium size), and develop or obtain pro¬ 
grams for the computers that will perform a variety of common 
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data processing functions. Payroll preparation is the most common 
of these. Processing of accounts receivable and payable, often 
combined with general accounting, is also very often offered. Sales 
analysis and some form of inventory accounting are other frequent 
applications. Some service bureaus specialize in a particular kind of 
small business, and some perform specialized functions for large 
businesses. Some offer remote terminals to the small business which 
are installed in its offices and connect with the service bureau’s 
computer, thus providing instant information services. According to 
a recent survey1 there are presently about 1,200 service bureaus in 
the United States, with a combined gross revenue of about $700 
million per year. 

The service bureau is clearly a popular way for the small business 
to process its paperwork, but by its nature it is of limited usefulness. 
Every computer program has a rigidly defined function, so those 
used by the service bureaus can only do things one way, i.e. they 
offer one approach to payroll processing, journal accounting, and 
so on. The service bureaus often prepare multiple versions of their 
programs so that options may be offered. Each version, however, 
requires a sizeable investment, so only a limited number, each with 
wide appeal, is likely to be offered the small business enterprise. It 
is not surprising, therefore, that a few basic applications dominate 
the activities of service bureaus. A recent survey of service bureau 
users2 showed that 80 percent of the small businesses responding 
obtained no services other than the five listed above. 

Accounting Machines 

A small business that acquires its own data processing machine 
obtains greater responsiveness and control than service bureaus 
usually offer, and perhaps at lower cost. The most popular data 
processing machines in small businesses are accounting machines. 
They have been available for many years, and perhaps one million 
are in use throughout the world. They can be considered data 
processing machines because they perform automatic sequences of 
operations that have been pre-programmed, and even inexpensive 
ones now use electronic rather than mechanical components. The 
programs are very simple ones compared to those that full-scale 
computers execute however, so the versatility of the machines (and 
their ability to reduce clerical costs), is limited. The accounting 
machine programs are usually standard ones prepared by the 
manufacturer; thus, as in the case of the service bureaus, the user 
tends to be constrained to a limited range of functions. 

The accounting machine has attractive features, nevertheless, 
which still make it the best alternative for many small businesses. 
Foremost of these is cost—the simplest accounting machines (and 

1 The Computer Industry: 1972-1977, Arthur D. Little, Inc. Cambridge, Massachusetts. 
2 M. J. Cerullo, “Service Bureaus: User Appraisal”, Detamation, (May 1972), pp. 86-89. 
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used models of more complex ones) are available at prices in the 
hundreds of dollars. Another important advantage is the use of the 
ledger card as the file storage medium. All accounting machines 
work with large cards, each containing the record of a given 
account, customer, or the like; these are inserted into the machine 
when transactions are to be posted. Ledger cards can also contain 
typewritten or handwritten information. A file cabinet full of ledger 
cards can constitute a convenient, orderly and instantly accessible 
central file of all the basic records of a small business. 

The main shortcoming of accounting machines, other than the 
inflexibility mentioned above, is their lack of ability to prepare 
management reports. They can store accounting totals that are cumu¬ 
lative for all the ledger cards processed, but these are limited to 
purposes of overall financial control. They cannot analyze data (for 
example, to display changes in inventory activity when records are 
kept by customer rather than by item). Therefore, managers of 
small businesses who have lost their “feel,” who need better 
operating information, will not be helped much by the simpler 
accounting machines. The more complex accounting machines, 
containing the equivalent of small computers, can do better. In fact, 
there is no clear dividing line in either cost or function between 
complex accounting machines and small automatic computer sys¬ 
tems. 

Punched card accounting machines, using files consisting of 
“decks” of punched cards, each usually containing the record of a 
single transaction, were once significant competitors to the manually 
operated accounting machines using ledger cards. Cards containing 
records of new transactions would be sorted into the desired 
sequence in the machine, collated with existing card files in a 
second, and tabulated and printed in a third. Punched card systems 
could handle large numbers of transactions automatically once the 
data were keypunched. The processing steps were cumbersome, 
however, and because several machines were required, costs were 
substantial; an average set of machines had a purchase price of 
$75,000 or more. Small businesses rarely used them, and very few 
of any size do any more. Small computers now cost less than 
punched card systems and have almost universally replaced them. 
Some users of small computers still use punched cards for their 
files, although the magnetic disk is now the most common medium. 

The Potential Of The Computer 

Until recently, fully automatic computers were of no use to small 
businesses because of their high costs. A few years ago, purchase 
prices of $250,000 (or monthly rentals of $6,000) were typical. The 
advance of technology has changed the cost picture drastically, and 
now fully versatile systems can be obtained for about $50,000 or 
$1,200 per month—and costs are still dropping. Available statistics 
are poor, but small businesses are apparently responding favorably 
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to these lower costs. On the order of 40,000 small computer systems 
(depending on definition) are now in use in the United States. 
Many are used in divisions of large companies, but perhaps two- 
thirds are used in small firms. While this constitutes a small fraction 
of the total number of small businesses in the United States, many 
more can be expected to convert to computer systems as the cost of 
computers decline and clerical costs continue to rise. 

Fully automatic computer systems have two capabilities that 
simpler devices cannot match. First, they can process entire files of 
information very rapidly and in an unlimited variety of ways. 
Whether files are classified by customer, by stock item, by account, 
or otherwise, makes no difference; the computer can search 
through all the detailed data in any manner desired. Second, 
automatic computers have unlimited versatility; any process that can 
be expressed in a series of logical and arithmetic steps can be 
programmed for a computer. 

The above-mentioned virtues are, however, accompanied by 
drawbacks. The major one is that the computer’s programs must be 
prepared by specially trained programmers. Few small businesses 
have found it economically feasible to hire programmers, and the 
programming problem has traditionally been one of the major 
barriers to employment of computers in small firms. Recently, 
however, this problem has been reduced as the computer manufac¬ 
turers have found ways to provide more flexible, versatile standard 
programs for their machines which do not require on-site program¬ 
mers. Perhaps of even greater significance is the fact that the latest 
small computers have become much easier to use. A recent private 
survey of 216 users of small computers disclosed that 147 had 
prepared all of their own programs, usually without the services of 
any full-time professionals. A few days of training for the supervi¬ 
sors (and often the president or owner) was enough to train them 
to prepare programs for all their basic applications themselves, part- 
time, in a period of a few weeks. 

The new, easier-to-use, computers have seemingly broken the 
“programming barrier.” It must be granted, however, that this 
statement only applies to the simpler applications. In the private 
survey referred to above, the 216 firms listed 494 applications for 
which they use their computers; 385 of these fell into five 
categories: payroll, inventory accounting, general ledger accounting, 
accounts payable and receivable, and billing (sometimes with sales 
analysis). Only 65 of the applications, or 13 percent were in other 
categories. Apparently the small business users are thus far finding 
the new computers easy to use only in conventional applications. 
Many larger companies that can afford trained programmers are 
already experimenting with or using more advanced applications in 
which the computers project trends, analyze the outcomes of 
possible investments, or relate the company’s experience to eco¬ 
nomic statistics made available in increasing detail by governmental 
and private organizations. Hopefully, the small business computer 
users will also learn to exploit their machines in these more 
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advanced ways. Their competitive positions will be enhanced if they 
do. 

Management Of Information Systems 

A substantial number of small businesses are already making use 
of computers for their basic data processing operations, but few are 
yet using them to produce the analytic reports of operating 
information of which the computers are capable. And for every 
present small business user, there will be many more in the coming 
years attracted by the declining prices. All small businesses, then, 
whether present computer users or not, are likely to benefit from a 
review of the principles of information system management that 
have been worked out by the larger businesses that pioneered the 
use of computers. 

The most important of these principles is management involvement. 
Only the manager thoroughly understands his business, its employ¬ 
ees and its customers. Only he can determine whether a computer 
should be used, what it should be used for, and how the programs 
should be designed. Unfortunately, many managers resist direct 
involvement with computers, believing that the subject is highly 
technical. Recent studies, however, show that this is not true, and 
that in fact, with a few days’ effort attending a course given by a 
computer manufacturer or school, the manager can learn all he 
needs to know. Moreover, there is no alternative to top manage¬ 
ment involvement for the small business. Larger organizations have 
professional staffs to which these matters can be delegated (often 
unwisely); the small business cannot afford the luxury of such 
personnel, a fact that demands close involvement of the principal 
decision-makers. 

With some fundamental knowledge of computers, the manager is 
able to evaluate what they can do for him. The computer salesmen 
will provide many ideas about possible applications, and these 
should be welcomed. It should be mentioned, however, that the 
salesmen will naturally tend to over-estimate benefits and underesti¬ 
mate difficulties. The manager must weigh these in the light of his 
own understanding, perhaps helped by advice from other users or 
impartial consultants. The result of this process should be a clear 
understanding of what computers can usefully do for the particular 
small business, and at least an initial idea of the costs and 
difficulties that are likely to be encountered. 

The above is the most important single step in the process, 
because if it has been carefully taken the manager has a realistic 
information system plan which will be of value to him whether a 
machine is acquired or not.3 At this point the computer will often 

3 The manager will have gained a much clearer idea of his information needs, how 
informaton can contribute to profit maximization, and what the costs are of alternative 
methods of organizing and utilizing quantitative data. 

1 
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be rejected. Many small businesses are still better off using 
accounting machines, service bureaus, or even manual methods. It 
is unusual for the total cost of the machine, data preparation, 
operation and programming to be less than costs previously 
experienced; some other benefit (such as responsiveness, versatility, 
or management information) is usually necessary to justify the 
computer. 

If, on the other hand, a computer is selected, the manager should 
then turn to planning the preparation of the programs and 
supporting clerical systems. Even if he does not actually prepare the 
programs himself, he should participate closely in their design. 
There are two reasons for this. First, the manager’s unique 
understanding of the customers, employees and habits of the 
business are vital to successful program design. Information systems 
exist to serve people, so they should function in ways the people 
affected will find convenient and responsive. A specialist, subordi¬ 
nate, or outsider is unlikely to understand the particular human 
factors of a business as well as its manager does. Second, if one of 
the justifications for the computer is that it provides better 
operating information for making decisions and maintaining control 
of the enterprise, the manager must see to it that the necessary 
programs are actually prepared. They are usually more difficult to 
visualize and implement than the programs for routine applications; 
as we have seen, most users stop at the routine level. One reason 
for this is insufficient sustained commitment on the manager’s part 
to getting the most from the computer. Only he can tell what 
operating information will be best for himself, and only he can see 
to it that the information is actually produced. 

While management involvement is critical to success, the manager 
cannot do the whole job alone. He must be sure that satisfactory 
accounting controls and perhaps legal requirements are provided; 
he should consult his experts in these matters early in the process 
of system design, before the decision has been made to acquire a 
computer. He should also involve the supervisors, employees and 
others who must work with the machine. If they are consulted early 
in the process and shown that consideration is being given to their 
interests, they are much more likely to be willing to support the new 
methods once they are in operation. Finally, the manager should 
avoid “reinventing the wheel” by preparing programs that are 
already available in substantially similar form. The computer 
manufacturer, groups of present users, and organizations selling 
computer programs can help the manager avoid this pitfall. 
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Conclusion 

This discussion has dealt with a few of the highlights of managing 
system development.4 The manager should proceed cautiously and 
objectively, avoiding over-enthusiasm and making sure each step is 
justified before proceeding. His initial objective should be to 
develop an information system plan for his business which is 
independent of specific equipment (though the machine salesmen 
may have good system suggestions). He should persevere in his 
interest and involvement; probably the evolution of his information 
systems will continue for years (if indeed it ever stops). 

Above all, the principal officer of the enterprise should take 
charge of the effort himself. As computers become steadily cheaper 
and easier to use, managers of more and more small businesses will 
find their initial investment of effort well justified. Nagging clerical 
problems will be reduced or eliminated, customer service and 
flexibility will be improved, and in time the advanced management 
techniques beginning to be used by large businesses will become 
practical. The computer is no panacea, but it is one of the brightest 
hopes for maintaining, and even improving, the competitive posi¬ 
tion of the small business. 

4 The reader who wishes to delve further can consult the following: Joseph Orlicky, 
The Successful Computer System. New York: McGraw-Hill Book Company, 1969; Donald 
Sanders, Computers in Business: An Introduction. Second Edition. New York: McGraw-Hill 
Book, 1972; and Frederic Withington, The Use of Computers in Business Organizations. 
Reading, Massachusetts: Addison-Wesley Publishing Company, 1970. 
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Introduction 

Research and development (R Sc D) has made significant contri- - 
butions to the vitality of the small business community, as well as 
the economy as a whole. By the very nature of most small 
businesses, however, these firms generally do not have formal R Sc D 
organizations. The activities of small retailers and wholesalers, for 
example, do not usually call for the establishment of internal R Sc D 
programs. Nevertheless, these companies benefit substantially from 
the research and development carried on elsewhere in the economy, 
by both large and small companies, as well as other R Sc D- 
performing organizations. 

For small companies within the manufacturing sector, however, 
research and development frequently plays a major role in contrib¬ 
uting to the growth of the firm, especially in those industries which 
are based primarily on science and technology, e.g., the instruments 
and electronics industries. Since most of the research and develop¬ 
ment performed by small firms is undertaken within the manufac¬ 
turing sector, this essay will be primarily confined to examining the 
activities of small manufacturing companies. When appropriate, 
though, the R Sc D efforts of small nonmanufacturing firms will also 
be discussed. 

The information contained in this chapter comes from two 
primary sources: 1) the annual industrial R Sc D survey conducted 
by the U.S. Bureau of the Census for the National Science 
Foundation; and 2) a series of personal interviews with top officials 
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of small companies. Wherever possible, the following discussion 
relates to the role of research and development in these firms as of 
the summer of 1973. 

What Is Research And Development? 

To understand better the place of research and development 
within the small firm, we first have to define these activities. For 
this purpose, we will use the definition of the National Science 
Foundation. 

Industrial research and development is defined as includ¬ 
ing basic and applied research in the sciences and in 
engineering, including the design and development of 
prototypes and processes. Research and development 
includes the activities related to a planned search for new 
knowledge to problems involved in the creation of a new 
product or process, and in the improvement of a present 
product or process. 

In 1973, it is estimated that total R 8c D spending in the United 
States will reach $30.1 billion, up nearly sixfold from the 1953 level 
of $5.2 billion.1 This sharp growth in R & D spending over the past 
two decades reflects the increasing dependence of our society upon 
the benefits arising from science and technology. The growth from 
the mid-50’s to the mid-60’s was particularly sharp and was 
influenced by the desire to maintain a strong defense posture, our 
national commitment to place a man on the moon, and unprece¬ 
dented demand for new and improved products. 

The growth in R & D spending slowed during the mid-60’s as 
defense and space R & D outlays began to level off. At about the 
same time, industrial firms began to curtail the earlier sharp year- 
to-year advances in their own R & D budgets. This was primarily 
due to a felt need to reexamine the contribution of research and 
development to industrial growth, as well as to the decline in 
corporate profits at the end of the sixties. As the economy 
recovered during the early seventies, however, industrial firms once 
again began placing increasing sums into research and develop¬ 
ment. It is anticipated that the growth currently underway will 
continue at least into the short-term future, since a growing 
economy requires a constant influx of new products, as well as the 
improved processes required to make these products. 

It is estimated that approximately 522,000 scientists and engineers 
(full-time-equivalent basis)2 were working in research and develop¬ 
ment in the United States during 1972, the latest year for which 
information is available. Nearly 70 percent of these R & D 
professionals were employed by industrial firms. 

1 National Science Foundation, National Patterns ofR&D Resources, Funds and Manpower 
in the United States, 1953-73 (NSF 73-303). 

2 Those engaged full time in research and development and the full-time-equivalent 
of those working part time. 
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Industrial Research And 
Development 

Industrial firms will spend an estimated $20.3 billion on research 
and development during 1973. Sixty percent of the total, $12.2 
billion, is being supplied out of companies own funds. The 
remaining $8.1 billion represents research and development per¬ 
formed under contract for Federal Government agencies. The 1973 
spending level of $20.3 billion amounts to an increase of 11 percent 
over the 1971 level of $18.3 billion. 

Industrial firms employed the full-time-equivalent of 352,000 R & D 
scientists and engineers as of January 1972.3 Between January 
1969 and 1972, this number decreased by 9 percent. This was 
largely attributable to a decline in Federal support. 

Research and development is concentrated in relatively few 
industries. In 1971, more than 80 percent of this research and 
development was performed by the following five industries: 
aircraft and missiles $4.9 billion; electrical equipment and communi¬ 
cation $4.5 billion; chemicals $1.8 billion; machiners $1.8 billion; 
and, motor vehicles $1.8 billion. 

Although industrial R & D spending has grown over the years, 
these gains have not always kept pace with the growth of the 
manufacturing sector when measured by increases in sales. The 
ratio of total R & D spending to net sales has declined steadily since 
the 1964 peak of 4.6 percent. In 1971, this ratio was 3.5 percent, 
the lowest since 1957. 

The Small Company 

We would like to turn now to a more detailed description of the 
small company. The term “small” is a relative one. Unfortunately, 
there is no clear cut distinction between a “small” and a “medium” 
size Firm. Nevertheless, for the purposes of this report, we are 
defining the small company as a firm with less than one thousand 
employees. This size cut-off has been used primarily because the 
available R & D statistical data does not provide a more detailed 
breakdown. There are, of course, substantial variations between the 
R & D programs of firms with 900 employees, versus those with 
total employment numbering 300 or 400. Different too is the way 
that research and development is treated in firms with only a 
handful of employees. The varying characteristics of the R & D 
efforts of small companies will be discussed later on in this chapter. 

Of the $18.3 billion spent by industrial firms on research and 
development in 1971, five percent, or $900 million, was undertaken 
by companies with fewer than 1,000 employees (hereafter referred 

3 National Science Foundation, Research and Development in Industry Funds, 1971, Scientists 
and Engineers, January 1972 (NSF 73- ). 
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CHART I 

R&D PERFORMANCE RELATED TO SIZE OF COMPANY, 1971 

Percent of R&D performance Percent of all R&D-performing companies 

Size of company 

Less than 
1,000 employees 

1,000 - 4,999 
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5,000 - 9,999 
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10,000 or more 
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0 25% 50% 75% 100% 
~1 

Source: National Science Foundation 

to as “small” companies). It is estimated that approximately 10,000 
small companies had either formal or informal R&D programs 
during that year. About 90 percent of these firms were classified as 
manufacturing. Chart I shows that a relatively small number of 
large companies perform most industrial research and development. 

About one-third of the dollars spent on R & D activities by firms 
with less than 1,000 employees are made by companies in the 
nonmanufacturing sector. Most of the research and development 
performed by these companies is undertaken by commercial R&D 
laboratories which are organizations which perform research and 
development, usually for others, on a fee or contract basis. These 
are typically independent research laboratories working in such 
areas as chemicals, electronics, engineering, and food. Although 
some of these firms may also engage in manufacturing activities to a 
limited degree, the prime focus of these laboratories is to provide 
R&D services to others. 

Chart 2 shows that small companies spent approximately the 
same amount on their R&D programs in 1971 as they did in 1970. 
If the effects of inflation were considered, a noticeable decrease in 
R&D effort between the two years would be apparent. Over this 
period, the company-funded portion rose from $549 million to 
$578 million. At the same time Federal R&D support declined 

310 



CHART 2 

R&D PERFORMANCE IN SMALL COMPANIES, 

BY SOURCE OF FUNDS, 1970 AND 1971 

Millions 

of dollars 
0 $250 $500 $750 $1,000 

Source: National Science Foundation 

from $355 million to $322 million. Most small company R&D 
programs are supported out of companies’ own funds. In 1971, 
sixty-four percent of total dollars expended were company funds. 

R&D Organization 

As discussed earlier, there are many types of small research and 
development firms. They range from the small manufacturing 
company with a formalized R&D program to the independent 
inventor whose main interest is in the initial stages of the innovation 
process. This portion of the discussion primarily deals with the 
approximately 9,000 small manufacturing firms that comprise the 
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former group, and how they are organized to perform research and 
development. Even though most of these firms have formal R & D 
programs, less than ten percent have R & D budgets exceeding an 
annual level of $200,000. The average size R Sc D program for 
manufacturing companies with less than 1,000 employees in 1971 
was about $65,000. With a cost per scientist or engineer of $31,400 
that year, the average small manufacturing firm employed slightly 
more than 2 professionals in research and development in 1971 
(Chart 3). Averages, of course, only give a general indication. For 
many of these firms, especially the very small ones, a single 
individual many undertake the entire R 8c D effort for the 
company, and research and development may be only one of 
several responsibilities assigned to him. 

Since small companies generally employ only a few R & D 
professionals, there is no need for the many levels of management 
that are often necessary in a large firm. R 8c D management in 
small companies is more likely to be involved in the actual 
performance of research and development and is, therefore, 
generally more familiar with each individual project than is the R & D 
management of the larger firm. This means decisions as to the 
continuation or cancellation of individual projects are based on 
first-hand information. 

In a large manufacturing company, the R & D organization is 
likely to occupy separate facilities from the manufacturing opera¬ 
tions. Because of size, the R 8c D facilities of the small company will 
most likely be combined with the manufacturing facilities. Since the 
R 8c D operations of the small firm are typically small in scope, 
there is a tendency on the part of the small company to contract out 
more of its specialized R 8c D work. As Table I shows, about one- 
third of all industrial R 8c D contracting is done by small companies. 

Although there are no hard and fast rules as to how R 8c D 
budgets are established within the small manufacturing company, 
there are certain typical procedures that are common to most of 
these firms. In the small company, the R 8c D budget is usually 
“built up” by management’s evaluating the proposals of each of the 
R & D professionals. These proposals are weighed against corporate 
objectives and available resources; the latter are usually established 
in advance by management. A large company can generally afford 
to allocate a portion of its R 8c D effort each year to work on low 
priority projects that may or may not be successful in the long run; 
the small company typically cannot afford to do this. Its R 8c D 
effort is aimed only at high priority projects with a likelihood of 
success in the short run. 

One of the more serious problems facing the small R & D firm is 
the one of attracting and keeping its R & D personnel. It is 
frequently difficult for the small firm to attract highly qualified 
people. The small company seldom can match the salaries and 
fringe benefits offered by larger firms. Also, the small company 
usually cannot offer their scientists and engineers the same security 
as can a larger company. Many scientists and engineers simply 

312 



CHART 3 
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prefer to work for a larger company. The R & D professionals in a 
small company must possess knowledge and skills in many areas. In 
addition to being qualified in one particular discipline, the small 
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TABLE I 

COMPANY-FINANCED R&D CONTRACTED 
TO OUTSIDE ORGANIZATIONS, BY SIZE OF COMPANY, 

1970 AND 1971 

1970 1971 

Millions 
of dollars 

Percent Millions 
of dollars 

Percent 

Small companies 
Companies with 1,000 or more 

93 32 116 35 

employees 199 68 215 65 
Total 292 100 331 100 

Source: National Science Foundation. 

company R&D professional must also be at least partly qualified in 
other disciplines. A large company can afford to put together teams 
of specialists to solve a multidisciplinary problem; the small com¬ 
pany more than likely puts together a one-man team. The small 
company professional, in addition to his R&D skills, must also 
possess managerial talents. He must be capable of shifting between 
research, development, and production. He must be a specialist in 
many areas. 

Despite these apparent drawbacks, some scientists and engineers 
prefer to work for small companies. They are challenged by the 
diversity of work and the opportunity for seeing a project com¬ 
pletely through to a successful conclusion. In their view, the lower 
salaries paid by small firms can be more than offset by the freedom 
from “red tape,” numerous meetings, paperwork, and the like, 
which characterizes many larger R&D organizations. 

Importance Of R&D 

Research and development is more important to the survival and 
growth of some companies both large and small, than it is to others. 
For firms which manufacture goods which do not change drastically 
from year to year (such as foods, textiles, etc.), the importance of 
research and development spending tends to be low. For companies 
which manufacture products with a high technical content (such as 
electronics, drugs, etc.), the importance of R & D spending tends to 
be high. Even though large manufacturing companies allocate, on 
the average, more of their sales dollars to research and develop¬ 
ment than do smaller companies, a larger share of the small 
companies R&D budgets are aimed at high priority projects. 

Since a primary goal of all companies is to show a profit each 
year, it is obviously important that the R&D effort of each firm be 

314 



i 

directed toward contributing to that goal. In companies where the 
product life cycle is short and products are threatened with early 
obsolescence, research and development is important as a means of 
obtaining new or improved products. In order just to survive, 
companies in many industries must market new products and utilize 
new processes as fast as the state of the art permits. Each advance 
in the state of the art in these industries predetermines advances in 
product lines. 

Although the success or failure of individual R & D projects 
cannot be predetermined, many times successful results of one 
project have applications for other projects. Even in cases where the 
overall project is deemed unsuccessful, the knowledge gained from 
the R Sc D effort may be useful in helping solve other problems. In 
those cases where the R & D results can be applied to areas that are 
closely related to current product lines, the company may decide to 
expand its business by broadening its product lines. Research and 
development in these cases can lead to growth. 

A company’s R & D effort also can result in advances in the state 
of the art in a given area. Advances resulting from a company’s 
successful R Sc D effort will give that firm a competitive edge in the 
marketplace during the short term, assuming that the advances can 
be successfully assimilated into the company’s product line. In order 
to gain this competitive edge, the company must develop and 
market this new product rapidly. In order to maintain the 
competitive edge, the firm must continue its work at advancing the 
state of the art, thereby continuing to improve its product. This is 
particularly true for those products that have a high technological 
content. By introducing a better product ahead of its competition, a 
company gains a significant edge. By continuing to make better 
products than its competition, a company becomes a leader in its 
field. Becoming a leader can lead to new business for the company, 
which in turn can mean more profits and more growth. 

Another way in which research and development is important to 
the small company is in providing greater efficiency in day-to-day 
operations. This improved efficiency can result in the manufacture 
of current products at a lower cost. This is another way for a 
company to gain a competitive edge. 

Since research and development is a current expense, and since 
the small company typically has limited working capital, the firm 
must attempt to keep its R & D payoff time to a minimum. The 
small company generally cannot afford the luxury of waiting several 
years for its R & D effort to pay off. For this reason most of the R 
8c D effort of the small firm is aimed at a short-term payoff. 

In many cases, the small manufacturing company finds that it 
does not have the capability to exploit fully its R 8c D results. They 
find that for a variety of reasons, such as a large capital investment, 
or high advertising costs, they are unable to obtain the necessary 
working capital to enable them to manufacture a new product. In 
these cases, the R Sc D results may be licensed to other companies 

315 



which would have the specialized capabilities necessary to manufac¬ 
ture these products. In fact, many successful products in the 
marketplace today are manufactured by large companies, but were 
originally the result of the R 8c D efforts of the small firm or the 
independent inventor. 

When the small firm is interested in licensing its R & D results to 
other companies, patenting these results beforehand is extremely 
important. On the other hand, when the R 8c D results are to be used 
internally, the small company generally does not consider patents as 
valuable as does the large company. Many small companies feel that 
filing for patents is a way of telling their competitors what it is 
doing. It is generally easier for a small company to keep its R 8c D 
results secret than it is for a larger company because of the fewer 
number of people involved in the R 8c D effort. Although the small 
company does not typically feel that the patent filing costs are 
exorbitant, they do feel that defending a patent when it is infringed 
can be very expensive. 

Problem Areas 

Even though research and development is important to both the 
survival and growth of the small company, particularly those in high 
technology industries, there are a number of non-R 8c D areas 
which are also important to the small firm. This leads to internal 
competition for available capital. Once the R 8c D organization has 
successfully competed for its share of these funds, it is further 
limited as to how it can spend this money. Because of the expense 
associated with maintaining diversified R 8c D efforts, most small 
companies will spend their R 8c D dollars in areas closely related to 
their current business. 

In addition to capital limitations, a second major problem facing 
the small firm is the one of uncertainty of success in its R 8c D 
effort. A small company with only limited available capital cannot 
afford to finance very many unsuccessful projects. They do not 
have the financial capacity to sustain long-term losses in their R 8c D 
efforts. To do so could force the company out of business. 
Therefore, most small manufacturing companies must, of necessity, 
forego long-range R 8c D work that does not have a high probability 
of success and concentrate their R 8c D efforts against short-term 
work with a low risk factor. Since the small firm generally does not 
have the resources necessary to conduct extensive systematic mar¬ 
keting studies and to forecast marketing demands, they will 
generally concentrate their R 8c D efforts in areas in which they 
have already gained a marketing expertise. 

A third major problem associated with research and development 
in the small company has to do with assurance of product quality. 
Many purchasers have a natural reluctance to buy from the small 
company. Many buyers feel that a large company’s products are 
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superior to those of the smaller company. Much of this feeling 
stems from the fact that the large company can afford to advertise 
extensively, and often markets its product both within this country 
and abroad, while the small firm usually cannot. The small company 
must continually struggle to convince its customers of the quality of 
its products. 

When the small firm attempts to sell its R & D capabilities to the 
Federal Government, a number of other problems arise. One of the 
most serious of these is that there are very few small companies in 
the country aware of the Federal contracts that are available for 
bidding. The “Commerce Business Daily” publishes future Govern¬ 
ment interests in research and development. Many times, even 
when a small firm is made aware of these needs, it feels that it is 
already too late to bid on a particular contract. When a company 
does bid on a proposed Federal R & D contract, it must undertake 
bid and proposal costs which can run into substantial sums of 
money. At this stage, there is no assurance that the company will be 
awarded the final contract. Because of the heavy competition for 
Federal R Sc D work, many small firms feel it is not worthwhile for 
them to bid on proposed Federal contract work. This makes it 
extremely difficult for the small firm to demonstrate to the 
Government that it has the necessary capabilities to conduct Federal 
R & D work. This is true even in areas where the small company 
may be the logical choice. 

Some other problems associated with research and development 
in the small company are the limited availability of high quality 
manpower, smaller facilities which impose restrictions on the 
maximum size of an R & D program, less sophisticated equipment 
than that of larger companies, and the nonproprietary rights 
associated with the results of research and development conducted 
under a Federal contract. 

The problems discussed above are particularly relevant to active 
companies. The inventor-entrepreneur who is interested in starting 
a small firm is faced with a myriad of other problems. Typically, 
these people are science-oriented with little or no business experi¬ 
ence. They need venture capital and many times are unfamiliar 
with the venture capital market. The new company, once it gets 
started, generally has only a few customers and must try harder to 
please each one. To lose even one customer could mean disaster. 

Statistical Perspective 

Some further insight into the R & D efforts of small companies 
can be obtained by examining additional data from the annual 
industrial R & D survey. 

Chart 4 provides a comparison of 1971 R Sc D spending, by 
individual industry, for all manufacturing companies versus small 
ones. In both size categories, a substantial volume of research and 
development is performed within the electrical equipment and 
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CHART 4 

INDUSTRIES LEADING IN R&D PERFORMANCE, 

BY SIZE OF COMPANY, 1971 

Electrical equipment 
and communication 

Chemicals 

Machinery Instruments 

Aircraft and missiles 

Other 
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industries 

22% 20% 
/ 

/ 
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SMALL MANUFACTURING COMPANIES 

ALL MANUFACTURING COMPANIES 

Electrical equipment 
and communication 

Machinery 

Chemicals 

Motor vehicles 
Aircraft 

and missiles 

Other 

manufacturing 
industries 

Source: National Science Foundation 

communication industry. Small firms have a much lower share in 
the aircraft and missiles industry. This is attributable to the 
emphasis on large development projects within this industry. 

Table II shows the R&D performance of small companies by 
source of funds, and by industry, during 1971. The electrical 
equipment and machinery industries were the leading R&D 
performers, both in terms of total spending, as well as company’s 
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TABLE II 

SOURCE OF R&D FUNDS AND FULL-TIME-EQUIVALENT 
NUMBER OF R&D SCIENTISTS AND ENGINEERS 

IN SMALL MANUFACTURING COMPANIES, 
BY SELECTED INDUSTRY, 1971 

Electrical equipment 
Machinery 
Chemicals 
Instruments 
Aircraft and missiles 
All other manufacturing industries 
Total manufacturing 

Number of 
R&D 

(Millions of dollars) scientists 
and 

engineers, 
Total Company Federal January, 
R&D R&D R&D 1972 

$126 $101 $25 4,500 
117 115 2 4,200 

82 76 6 4,000 
55 49 6 1,900 
48 20 28 1,000 

149 141 8 5,900 
577 502 75 21,500 

Source: National Science Foundation. 

own funds. The table also shows the relatively small role that 
Federally-funded research and development plays in the picture. As 
might be expected, the two industries within the manufacturing 
sector most closely involved with defense and space efforts—aircraft 
and missiles, and electrical equipment—undertook about two-thirds 
of the total R&D effort supported by Federal funds. This includes 
both direct contracts and subcontracts. In contrast, in the nonmanu¬ 
facturing sector, companies with less than 1,000 employees had 
about 60 percent of their total R&D efforts funded by Federal 
agencies. This largely reflects the use of independent R&D 
laboratories by the Federal Government. 

Table II also shows the full-time-equivalent number of R & D 
scientists and engineers engaged in these activities as of January 
1972. As expected, the distribution of scientists and engineers 
generally follows the breakdown by R & D funds. 

As shown in Chart 5, during 1971, firms with fewer than 1,000 
employees had a somewhat higher ratio of R & D professional per 
thousand employees than any other company-size classification. This 
number is influenced upward by commercial R&D laboratories. 
Most of these laboratories have fewer than 1,000 employees; since 
they are engaged in research and development as their primary 
activity, they would be expected to maintain a significantly higher 
ratio of R & D professionals to total employment. 

Chart 6 shows the relationship of company R&D funds to net 
sales for all R & D-performing manufacturing companies, versus 
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CHART 5 

NUMBER OF R&D SCIENTISTS AND ENGINEERS 

PER 1,000 EMPLOYEES, BY SIZE OF COMPANY, 1971 

Less than 1,000 to 
1,000 employees 4,999 

Source: National Science Foundation 

5,000 to 
9,999 

10,000 or 
more 
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CHART 6 

COMPANY R&D FUNDS AS PERCENT OF NET SALES 
IN R&D-PERFORMING MANUFACTURING COMPANIES, 

BY SIZE OF COMPANY, SELECTED YEARS 

All R&D-performing Small R&D-performing 

manufacturing companies manufacturing companies 

2% 1% 0 

1963 

1965 

1967 

1969 

1971 

* Estimated by National Science Foundation. 

Source: National Science Foundation 

those with less than 1,000 employees, for selected years. It is 
interesting to note that the R & D/sales ratios for small companies, 
consistently, since the early sixties, has remained at a level about 25 
percent below the all-industry average. Further, both ratios have 
remained relatively constant over this time period, indicating that 
company-financed R&D growth has generally kept pace with gains 
in corporate sales. A National Science Foundation survey conducted 
during the latter half of 1972 indicates that company-funded R&D 
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TABLE III 

DISTRIBUTION OF FUNDS FOR BASIC RESEARCH, 
APPLIED RESEARCH, AND DEVELOPMENT, 

BY SIZE OF COMPANY, 1971 

All companies Small companies 

Percent Percent 

Basic research 3 4 
Applied research 19 35 
Development 78 61 
Total R & D 100 100 

Source: National Science Foundation. 

is expected to grow at about the same rate as sales over the period 
1972-1975.4 

A comparison of research and development spending by type of 
effort, is presented in Table III. In 1971, for all industrial firms, as 
well as for small companies, basic research was in the three-four 
percent range, when expressed as a percent of total industrial R Sc D 
spending. This is not unexpected since the traditional role of 
industry has been more to work with the results of basic research, 
with a view toward converting this fundamental knowledge into 
successful new or improved products or processes. A significant 
difference exists, however, when applied research and development 
efforts are compared for large versus small companies. The all- 
company development percent of nearly 80 percent, versus 61 
percent for small firms results from the sizeable costs associated 
with many major development projects, which are beyond the 
resources and capabilities of small firms. These companies tend to 
focus a higher proportion of their efforts on less costly applied 
research projects. 

Recent Government Actions 

In recognition of the significant role that research and develop¬ 
ment can play in the small firm, the Federal Government, in recent 
years, has initiated a number of programs to help stimulate R & D 
spending in these companies. Three of the more important of these 
programs are discussed below. 

In 1968, the Small Business Administration was charged by the 
Congress “. . . to develop programs and techniques to aggressively 
implement the statutory provisions regarding prime R & D contract 

4 National Science Foundation, Science Resources Studies Highlights, “NSF Forecasts 
Rise in Company-Funded Research and Development and R & D Employment” (NSF 
73-301). 
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awards to small-business. . An Interagency Committee on Small 
Business in Research and Development was formed to accomplish 
these goals. Partly as a result of the work of this Committee, a 
conference was held in Washington, D.C. in June 1972 to discuss 
“Survival and Growth of the Small R Sc D Firm”.5 The main thrust 
of the conference was to focus national attention on the problems 
of the small R & D company, and to assist in stimulating growth. 
The conference was divided into sessions on procurement, manage¬ 
ment, financing, and potential Federal, State, local and industrial 
markets. Because of the success of this Conference, a second 
Conference was held in Los Angeles in the fall of 1972. The 
recommendations from these two conferences ranged from pro¬ 
posed revisions in Government procurement regulations to sugges¬ 
tions for tax changes and other stimuli for research and 
development. Also, as a result of these conferences an association of 
small R & D Firms, the American Association of Small Research 
Companies, was formed. 

In a message from the President of the United States to the 
Congress in March of 1972, the importance of our investment in 
science and technology was emphasized.6 As part of this message, 
the President stated that he would be taking a number of steps to 
enhance the climate for innovation. Among these was an expressed 
intention to submit legislation to encourage the development of the 
small, high-technology firm. Citing the problem of availability of 
venture capital for these firms, a number of specific proposals were 
included: 

1) to increase the ratio of Government support to Small Business 
Investment Companies (SBIC’s), 

2) to increase to $20 million the current limit on Small Business 
Administration loans to each SBIC; 

3) to permit commercial banks to own up to 100 percent of 
SBIC’s, and 

4) to urge passage of the small business tax bill which, in the 
other provisions, would provide for extending the eligibility 
period for the exercise of qualified stock options. 

Another step in the Presidential Message discussed new Govern¬ 
ment programs to stimulate non-Federal investment in research and 
development. Two new programs, one in the National Science 
Foundation, and the other, in the National Bureau of Standards, 
have since been established to test various incentives which the 
Federal Government might use to increase the application and use 
of science and technology in the civil sector. The results of these 
experiments could be quite beneficial to the R & D programs of 
small companies. 

5 Survival and Growth: The Small R & D Firm, The Proceedings of the First National 
Conference, June 12-14, 1972, Washington, D.C. 

6 Congressional Record-House, March 16, 1972, The Importance of Our Investment 
in Science and Technology—Message from the President of the United States (H. Doc. 
No. 92-193.) 
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Introduction 

All small companies committed to long-term growth must success¬ 
fully develop and launch new products. The small company suffers 
in some respects in developing new products. It faces the threat of 
competition from major firms, but this is not confined to new 
products alone. It is limited in its resources—cash flow, scientists, 
research facilities, computer equipment, purchasing discounts and 
management experience with new products. In other respects, 
however, it has advantages. It is often willing to take larger risks 
than big firms. It has easier access to government assistance, and 
some programs, such as those of the Small Business Administration, 
are intended solely for small business. Its greatest advantage is its 
flexibility; where a major corporation may take months to approve 
development of a new product, the small company can do it in an 
afternoon. This ability to move quickly extends, as well, through the 
entire new product-development cycle. 

When a new product has been developed and tested, it is ready 
for the next stage of its life cycle, the introduction. This is a crucial 
stage in a product’s life for all companies, but because introductory 
campaigns often run sizeable losses in early months or years, it can 
be particularly important for small companies. But in addition to 
estimating the effects of the new product’s introduction on cash 
flows, a small firm must carefully plan the introduction itself. 
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When Is a Product Ready for 
Launch? 

The basic answer is when it tests “ready.” Tests are of two types— 
the first tests the product and process, the second tests the market. 

Product and process testing is concerned with in-plant issues, 
such as the following: 

1. Can we produce at estimated cost? If not, what are revised 
cost estimates? 

2. Do we have a fully developed production process? 
3. Do we have the capacity to meet estimated sales? 
4. Is the production process capable of producing a uniform 

product? 
5. Does the product function as intended? Does it work? 

The last question is one that will soon be asked by prospective 
buyers. At this early stage, however, testing is confined to other 
groups. A cosmetics firm requests employees to try new products; a 
dog food manufacturer will feed his food to test dogs; a producer 
of a new stapling gun will try it first in his own plant. Small panels 
of prospective users may be asked to try the product, solely with the 
objective of determining how the product will function in realistic 
“use” tests without special maintenance or care. This type of limited 
field testing may also expose potential product defects and misuses 
that are likely to generate product liability suits at some future time. 

With revised cost estimates, new estimates of profits and cash 
flows should be prepared. Management must be prepared to drop 
the new product at even this late stage if its financial performance 
appears poor. One must not fall into the sunk cost fallacy, whereby 
costs already spent influence decisions about future costs and 
revenues. If a firm has already spent, say, $35,000 developing a 
new hydraulic tube bending machine, this $35,000 is gone, irrevoca¬ 
bly. 

The sunk cost principle is well recognized by economists and most 
astute businessmen. But its eminent common sense is also captured 
in a number of common sayings, such as: “Don’t cry over spilt 
milk”; “That’s water over the dam”; and “Let by-gones be by¬ 
gones.” Every winning poker player knows the futility of letting the 
amount he has already put in the pot influence his current bet: 
“Don’t throw good money after bad.” Players who ignore this rule 
are described by one word, “losers.” Thus, in the introduction of a 
new product, revised cost and pricing information may indicate an 
uneconomic rate of return, in which case management should avoid 
the temptation to “go ahead” because so much has been, invested in 
its development and functional testing. 

Market testing, the second type of testing, is concerned with out- 
of-plant issues: Who will buy the product? How much will they buy? 
How long will adoption take? 

A first type of market test deals with important issues of use: Will 
the normal production-run product work under normal field 
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conditions? Do prospective buyers like the product? How do they 
use it? 

Use testing, as it is called, is relatively inexpensive, but relatively 
uninformative. It gives a crude sense of a product’s suitability in use 
and some initial idea as to market acceptance. Nevertheless, it 
normally places the user in a situation quite different from actual 
market conditions. The test-consumer is usually given the product 
and asked to use it. Then, after a time, he is surveyed concerning 
his use patterns, his attitudes toward the product, and so on. A 
producer of a new type of industrial grinding wheel might place 
samples with several good customers and then monitor their use 
and progress closely. The producer of a new blood dialysis machine 
will place one or two in a hospital to gain experience. 

Extended use-tests involve lengthier testing of use behavior. 
Often such tests are divided in two parts. In the first part, subjects 
receive the product free; in the second they must pay to continue 
receiving it. This second step can be employed to indicate market 
demand—i.e., the volume that will be bought at different prices. It 
also can give an indiciation of repurchase rates. 

Test marketing has been defined as “the development and 
execution of a miniature of national market planning in order to 
gain experience which will provide the basic guidance in refining 
and executing a national plan that will have a high probability of 
success.” 1 Such testing is expensive and requires considerable 
experience and judgment to use successfully. Most small companies, 
therefore, must use some kind of substitute. The most common is a 
phased introduction, called a “roll-out.” In this test, the product is 
introduced in one regional market at a time; the funds generated in 
the first market support the product’s introduction in the second 
market, and so on. This method is slower, but it generates 
information concerning trade reactions, consumer attitudes, diffi¬ 
culties with introductory promotions, and other important variables 
governing product acceptance. This type of market test takes us to 
the central focus of this chapter, planning the introduction of the 
new product. 

Forecasting the Length of the Adoption 

Businessmen often make the classic mistake of merely assuming 
their product will be easy to sell, and that adoption will take little or 
no time. A better procedure is to forecast the length of adoption, 
that is, the time-lag between introduction of the product and its full 
acceptance by consumers. 

Individuals and markets go through several stages in the process 
of adopting anything new. These stages may be identified as 
follows: 

1 Market Testing Consumer Products: Experiences in Marketing Management, No. 12. New 

York: National Industrial Conference Board, 1967, p. 12. 
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Stage of Adoption 

Awareness 

Characteristic 

Interest 

Evaluation 

Trial 

Adoption 

Exposure to new product, 
but information about it 
is limited. 

Involvement in product is 
still low, but consumer 
actively seeks information 
about the new product. 

Consumer mentally adopts 
the product. 

Consumer tries the product 
but considers it an experiment. 
If possible, he tries only 
a sample. 

Consumer adopts the product 
in the place of other 
subsitute products. 

The length of time required for a product to gain adoption is 
determined by how fast prospective customers move through these 
five stages. Everett Rodgers has proposed five factors that influence 
the speed of adoption: (1) the relative advantage of the new 
product over competing products; (2) its relative simplicity; (3) the 
degree of its compatibility with previously adopted ideas; (4) the 
degree to which adoption on a limited basis is possible; and (5) the 
ease of communicating the principal benefits of the new product.2 
A businessman should try to assess the new product on each of 
these five factors. Number (3), for example, which deals with 
compatability, is concerned with the amount of learning required of 
the consumer who adopts the new product. We shall discuss it at 
some length, by way of illustrating how management might proceed 
in estimating the other factors. 

High learning products require extensive evaluation and trial before 
adoption. Powdered metals are an example. These are metals 
prepared in the form of a fine powder. They can be formed into 
extremely intricate shapes by subjecting the powder to very high 
pressure in a mold and then sintering—or heating—it, causing the 
molecules in the powder to adhere to one another. A producer of 
such a material must first convince various metals fabricators to try 
it. These fabricators must engage in lengthy trials to learn the 
powder’s properties and how to use it. Often these fabricators sell 
parts to other manufacturers who produce completed products. 
These manufacturers must also test the parts made from powdered 
metals, to ensure their durability and cost effectiveness. 

2 Everett Rodgers, The Diffusion of Innovations. New York: The Free Press, 1962. 
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While these trials are going on, the original producer of the 
powdered metals will make technical services available to its 
customers, as well as to their customers, to help them overcome 
difficulties encountered in using the product. The result is charac¬ 
teristic of high learning products: adoption is slow and considerable 
effort on the part of the producer is required. The firm must be 
prepared to finance inventories and technical selling services, 
perhaps for years, before widespread adoption of the product is 
realized. Moreover, the firm faces great uncertainties. It is never 
really sure whether the product will make it, and the temptation to 
wait for one more round of testing by prospective customers is very 
strong. 

High learning products, then, are those that require substantial 
changes in attitudes, or behavior before adoption can take place. 
On the other hand, a new model car is a low learning product, and 
requires little or no change in consumer attitudes and behavior. 

A second approach to predicting learning requirements is pro¬ 
posed by Wasson.3 Under his approach one first identifies both the 
use for which the product is intended and the substitutes for it now 
in use. Use must be seen as a consumption system, however. 
Introducing a product such as computerized records for law firms, 
for example, must be approached in the context of how law firms 
use their existing records—where information originates, who 
records it, its flows through the firm, who uses it and how it is 
stored. In other words, one must understand the system of which 
the product itself is only a part. The best way to understand the 
consumption system is to prepare flow diagrams, contrasting the 
existing system with the system after adoption of the new product. 
Lawyers keep time sheets on each client they serve, and disburse¬ 
ments traceable to the client must also be recorded. A flow diagram 
illustrating this is found in Figure 1. A proposal to computerize 
such billing and disbursement records and store them on computer 
tapes held by an outside supplier would mean major changes in this 
flow diagram, and such changes would represent areas of potential 
difficulty. Major changes—in attitudes, in behavior, in perceived 
risk—would lengthen the adoption cycle. 

The second step advocated by Wasson is the identification of the 
specific desires that the new product fulfills. The introduction of 
convenience food products tended to change, and, to some degree, 
downgrade, the housewife’s traditional role in the home, as she 
conventionally saw it. Instant coffee makes obsolete the art of 
brewing a good cup of coffee, and cake mixes made things too easy 
for the chef who takes pride in creating a work of culinary art. In 
both cases the adoption cycle for such products was longer than 
might otherwise have been necessary. The consumer in both cases 
had to be convinced that the value of time saved in using such 
products was greater than the intrinsic satisfaction derived from 

3 Charles Wasson, Product Management, St. Charles, Illinois: Challenge Books, 1971, 
pp. 155-163. 
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FIGURE I 

FLOW SHEET ILLUSTRATING 

THE FLOW OF CLIENT INFORMATION IN A LAW FIRM 

(Before Introduction of Computer System -- New Product) 

TIME DISBURSEMENTS 
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more elaborate methods of preparation, and that such products 
were of acceptable quality. 

The final step involves the identification of alternative means of 
fulfilling these desires, and the related costs and values associated 
with each. This will clarify the nature of the new product’s 
competition, because a customer thinking of changing will balance 
the continued attractions of his current product with the uncertain 
attractions of the new one. 

The Introductory Marketing Plan 

An introductory marketing plan is required because a new 
product launch involves efforts along many fronts that must be 
coordinated. The new product must be introduced to salesmen and 
dealers, and promotional materials and selling aids prepared for 
them. Production must begin far enough in advance to build 
inventories for expected initial orders. Inventories, in turn, must be 
financed, as well as accounts receivable. There may be need for 
production-quality jigs and fixtures. Advertising may be substantial. 
All of these activities represent cash drains, which must be financed. 

Hence, most of the major parts of the small business will be 
brought into the act during the launch. The marketing plan will 
help integrate these efforts. Without a plan the launch becomes 
inefficient: salesmen learn about the new product from their 
customers; back orders are heavy because of insufficient inventory; 
prices have not been established when the first sales presentations 
are being made. These are typical of a planless introduction. 

We shall first discuss three aspects of the introductory plan, 
namely, pricing, promotion, and distribution. Following this, we 
shall examine briefly in turn, introductions of an industrial product 
and a consumer product. 

Pricing the New Product 4 

The first step in setting a price is to estimate a portion of the 
demand schedule for the new product. In practical terms this 
means estimating the quantity likely to be sold at two, three or four 
possible prices. For example, 

Price I Unit 
$1.30 
$1.90 
$2.40 

Extimated Units Sold 
27,000 
24,000 
20,000 

4 Two good general treatments are Stephan J. Welsh, “A Planned Approach to New 
Product Pricing,” in Pricing: The Critical Decision, AMA Management Report No. 
66, New York: American Management Association, 1961; and Alfred R. Oxenfeldt, 
Pricing for Marketing Executives, Belmont, California: Wadsworth Publishing, 1961. 
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How can this schedule be estimated? While the small businessman 
will have to rely heavily on his crystal ball, there are a number of 
other techniques that he can employ. 

Interview the trade. Members of the trade, including brokers, 
wholesalers, jobbers, and retailers, are in close contact with the 
ultimate markets and often have a valuable intuitive feel. Moreover, 
in examining the new product, they are asking themselves a most 
important question: “If I buy this, how much can I sell it for, and 
how much can I move?” Interviewing even a half dozen can be 
extremely useful. 

Interview the customers. Customers can shed some light on the 
pricing question, but not very much. Unlike, say, the retailer, who is 
thinking in concrete terms, the consumer is dealing with a 
hypothetical situation. His answers tend to be just as hypothetical, 
and of little value in predicting the price he will actually pay at 
some future time. 

Capitalize cost savings. This technique involves placing a dollar 
value on cost savings the new product will generate. It is, therefore, 
only available where the customer is a business firm or a govern¬ 
ment agency. Suppose a new drive mechanism will improve the 
efficiency of grinding operations in an industrial foundry, and that 
a typical foundry will save roughly $120 a year over present costs. 
At a discount rate of 20%, the capitalized value of $120 a year for a 
five year period (the estimated life of the drive mechanism) is 
roughly $360. That is, a foundry that pays $360 for the new 
product and saves $120 a year for five years will earn 20% on its 
investment. Where possible, then, the value-in-use of the new 
product should be determined. 

Compare with substitutes. If the new product is like others already 
on the market, the firm has an easier time estimating both the size 
of the total market and the range of feasible prices. The analysis 
discussed earlier of predicting the time of adoption by studying 
consumers’ desires and competitive offerings will help here as well. 
One might conclude, for example, that the new product has enough 
extra benefit for the consumer to support a price in the high end of 
the current range of prices. 

• 

Needless to say, a large business might get further price 
information from a test market or a market experiment. But such 
methods are expensive and require considerable marketing skill and 
experience to use efficiently. For these reasons they may not be 
feasible for use by very small enterprises, but this depends upon the 
rate of return on investment in securing such information, as well 
as the ability of the firm to finance such studies. 

The second step in arriving at price is determining costs. 
Production costs typically will vary with volume of production. But 
not all. Some production costs will be fixed with respect to volume. 
In calculating profitability one must, therefore, keep separate 
variable costs, those that vary directly with volume, and fixed costs. 
Calculating a fixed cost per unit at some level of production and 
then using this same fixed cost per unit figure to estimate profits at 
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other production levels will produce misleading results. Even with 
fixed costs one should use only those fixed costs that can be traced 
to the new product. Costs that cannot be so traced should be 
excluded in calculating profitability. They must be paid, of course, 
but all methods of allocating such common costs to a specific 
product are arbitrary and are as likely to confuse the picture of true 
profitability as illuminate it. 

There are non-production costs as well, principally marketing 
expenses, both for the introduction of the new product and for the 
sustaining of the product once it is established. These costs must 
also be included in profitability estimates. 

Such calculations as these are for internal purposes. One must 
still deal with the problem of what price to charge. If one has been 
able to develop a demand schedule then the matter is considerably 
simplified. But while estimating demand is sometimes possible for a 
new product, most often it is not. Then one turns to a theoretically 
inferior method, building up from costs. 

Two competing theories of cost are used by businessmen. For 
relatively short-run pricing decisions one can use variable costs only. 
This has the advantages of being easier to use, in that incremental 
costs are easy to estimate, and of highlighting fixed costs for 
examination. It shows clearly the total amount of fixed cost that 
must be covered. In fact, one commonly calculates a break-even 
point to determine what volume is needed to cover variable costs. 
For example, we plan to sell a new cat food, and we wish to 
examine the implications of a price to the wholesaler of $9 a case. 
Variable production costs are as follows: 

$ lease 
Raw materials $2.30 
Packaging 1.40 
Labor .30 
Variable overhead .30 
Spoilage .04 
Transportation .54 

$4.88 

Incremental costs for the new product include extra supervisory 
help and charges for leased equipment of $112,000 per year, and 
planned marketing expenditures of $240,000 per year. Total added 
Fixed costs are $352,000 per year. 

Contribution per case is computed simply: 

$ lease 

Case Price $9.00 
Expected 2% trade discont .18 
Net Revenue 8.82 
Less: Variable Cost 4.88 
Contribution per Case $3.94 
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Thus each case yields $3.94 after paying the cost to produce it. To 
break even, one must sell 

$352,000 

$3.94 
90,000 cases in the first year. 

The usefulness of such breakeven calculations is that they serve as 
a check on implicit demand estimates. If 90,000 cases is, say, only 
1% of the total market, it is at least a feasible sales goal. But if it is 
10% or 20%, competition may make it an impossible goal. 

The other theory of cost-based pricing uses full costs. The 
arguments against variable costing are that full cost is a better 
measure of true economic cost for long-run decisions, such as 
dropping a product line or adding a new product; and that variable 
cost figures generally lead to prices below profit-maximizing ones. 
Basing prices on full cost offers the advantages of being simple and, 
far more important, of giving a clue to likely competitive prices. It 
may enable one to predict his competitor’s costs as well. 

Full cost pricing, naively used, is undefensible from the point of 
view of economic theory, because it ignores demand: compute your 
costs, mechanically apply a percentage for overhead and profit, and 
you have your price. Businessmen do not use it in this way, 
however. They typically treat the price arrived at in this way as a 
first approximation, and adjust it on the basis of their reading of 
the competition. Thus it can be made responsive to demand. 

With estimates of revenue and cost in hand, there still remain two 
other important influences on the price, distributors and competi¬ 
tion. Distributors often have a strong influence on the price simply 
because they decide how much they can sell the item for and will 
not pay any more for it than a price that allows them to make their 
normal markup. The result is that the manufacturer sets his price 
by reasoning backwards. By interviewing the trade he determines 
the most reasonable retail price. This implies a wholesale price, 
which in turn implies a factory price. Suppose, for example, a new 
product will, in the opinion of informed retailers, be unable to sell 
at a price greater than sixty dollars, and that typical retail discounts 
are 35% and wholesale discounts are 15%. 

Maximum Retail Price $60.00 
Retail Margin, 35% 21.00 

39.00 
Wholesale Margin, 15% 5.85 
Maximum Factory Price $33.15 

And it may be unwise to charge a maximum. 
Distributors, then, are important parties to the pricing process. So 

is the competition, which may best be discussed by treating two 
opposite pricing strategies, skim pricing and penetration pricing.5 

5 These concepts were first developed by Joel Dean. See his “Pricing Policies for New 
Products,” Harvard Business Review, (November 1950), pp. 45-53. Also his superb book, 
Managerial Economics, Englewood Cliffs, N.J.: Prentice-Hall, 1951. 
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The skimming approach is used with products that represent real 
and substantial product innovation. This technique involves pricing 
high at first, and then periodically reducing prices in order to tap 
new markets. A substantial product innovation is needed to sustain 
the high price, for early buyers will be persons with a strong need 
for the product’s benefits and only a minor interest in its price. This 
is one way of saying that the product has few close substitutes. As 
the price is reduced buyers who are increasingly price-sensitive are 
attracted to the product. Skim pricing also offers a hedge against 
uncertainty. If the price is set too high it can easily be reduced. (On 
the other hand, if it were set too low, it would be difficult to 
increase it later on.) Finally, skim price promises a relatively quick 
payback of introductory costs and costs of product design and 
development. 

Penetration pricing involves an aggressive, low-price posture aiming 
for higher profits but entailing higher risks. The root assumption is 
price sensitivity on the part of consumers. Unless they are attracted 
by the low penetration price, the approach will not work. Along 
with this, there must exist the possibility of large savings in 
production costs as a result of large production runs. Penetration 
prices also aim to keep the competition out. The price is so low that 
competitors have little interest in trying to capture the same market 
with the same price. 

These two pricing policies are extremes. If the product has no 
patent protection, requires little capital or production know-how, or 
enjoys little product differentiation, as is true of most new products, 
then a middle ground must be found. A high, skim price and high 
gross margin would prove too attractive to competition, and the 
low, penetration price will require greater production runs than are 
feasible. 

Advertising 
Preparation of promotional materials, such as radio copy, adver¬ 

tising mats, counter cards, sales kits, display units for trade shows 
and conventions, takes time. It is usually wise, moreover, to provide 
in the marketing plan some extra time for the delays and errors 
that inevitably occur. 

Promotional efforts are needed before the formal introduction of 
the product to the market. This publicity stimulates the interest of 
potential customers and heightens their anticipation. Far more 
important, this effort demonstrates to wholesalers and retailers 
(whom the manufacturer is trying to persuade to stock the product), 
that it will be supported and deserves adequate display space. 
Buildup advertising immediately before formal introduction, how¬ 
ever, usually occurs too late for enlisting new dealers. 

Some type of scheduling tool should be used to monitor 
preparation of advertising and sales promotion materials. Useful 
techniques have been developed that can help small firms in 
estimating accurately the time required to perform particular 
complex programs and in carrying out such programs expedi¬ 
tiously. Some launches will be complicated enough to require 
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“PERT,” (Program Evaluation and Review Techniques) or “CPM” 
(Critical Path Methods).6 But simpler methods can also be used, 
such as Gantt charts or other standard production control tech¬ 
niques. Even a simple schedule on a sheet of paper, listing what is 
to be done when, with a space for noting whether the job is on 
schedule and when it is finished, can highlight trouble spots. 

These techniques for planning the promotional effort can also be 
used to plan other aspects of the product launch, and the entire 
program of the launch itself. 

The problem of budgeting advertising and promotion for new 
products is complicated by the fact that many new products, by 
design, do not achieve profitability in their first year. But the 
normal planning cycle is only one year. To deal with this problem a 
budgeting technique called Payout Planning extends the budgeting 
period beyond one year. 

The first step in preparing a Payout Plan is specification of share- 
of-market goals. This necessitates estimating the total market for the 
product as well as the firm’s planned sales. Both of these steps will 
normally have been taken during various stages in the development 
of the product. Now they are repeated. One typical new product 
sales pattern sees a growing market share for several months, 
perhaps a year, as distribution is increased, pipelines fill, advertising 
begins to stimulate sales, and potential customers try the products. 
Then market share falls, as many triers do not adopt the product 
on a continuing basis. 

The second step involves estimating trade inventories. This is 
needed to estimate sales that will occur to fill distribution pipelines. 
Here a sound understanding of the industry is mandatory. 

The third step is specification of the actual budget. Many firms, 
for example, spend in their introductory effort twice the amount 
being spent by an existing competitor with their desired market 
share. If a firm expects a 6 percent share and sees a competitor 
with 5 percent spending about $1.2 million on a sustaining basis, it 
will budget approximately $2.4 million for introduction. 

The final step is calculation of the payout period. The entire 
process might be summarized as follows: 

Sample Payout Plan 
(000 omitted) 

Estimated Year 1 Year 2 Year 3 
Total market (cases) 8,000 8,400 9,000 
Market share 3% 5% 6% 
Sales Volume 240 420 540 
Sales to fill Trade Pipelines 50 (10) 10 

Net Volume 290 410 550 

6 For general discussions of these techniques see: Levy, Thompson and Wiest, “The 

ABC’s of the Critical Path Method,” Harvard Business Review, (September-October 1963), 
pp. 98-108; Dusenbury, Warren, “CPM for New Product Introductions,”//aruarcf5t«m^ 
Review, (July-August 1967), pp. 124-133; and Paige, H. W., “How PERT/COST Helps 
the Manager,” Harvard Business Revieiu, (November-December 1963), pp. 87-95. 
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Pro Forma P & L Year 1 Year 2 Year 3 
Sales (@ $ 10/case) $2,900 $4,100 $5,500 
Less: Variable Production 

Costs (@ $6/case) 1,740 2,460 3,300 
Contribution (@ $6/case) 1,160 1,640 2,200 
Planned Ad & Promotion 1,300 550 600 

Gross Profit from Marketing $(140) $790 $1,680 

Such calculations provide a sound framework for assessing the 
profitability of the new product during its early life. 

Distribution 

Trade channels play a crucial role in the launch of a new product 
because they are the first “customers.” Yet a small business may find 
it difficult to attract good middlemen, simply because they are not 
eager to rely on unknown sources of supply. (Some companies find 
they must at first be satisfied with any resellers they can get. If the 
product succeeds, they open up other channels as they become 
better known.) For this reason sensitivity to the trade’s interests in 
the formation of the introductory plan is of major importance. 

It should also be recognized that a radically new product presents 
distribution problems of a much greater magnitude than a product 
simply new to the firm. A firm adding a line of printing supplies 
can expect to make heavy use of existing channels for distributing 
such supplies. But a firm that has developed a radically new method 
of printing or setting type must first develop the primary demand 
for its product. And even then existing printing supply houses may 
prove unsuitable for selling the new product. 

A great deal of promotional and selling effort is usually needed 
to attract strong middlemen. (Assuming they are available. A 
newcomer to an established market often finds the best dealers 
already committed to competitive products.) Wholesalers are not 
typically motivated to provide a strong selling effort, but they may 
still be needed to reach retailers or other types of dealers. One 
common approach is for the manufacturer to promise additional 
selling support to, say, wholesalers in the form of missionary 
salesmen. These are salesmen who work for the manufacturer but 
temporarily supplement the sales force of selected wholesalers. 
Thus a firm selling a new line of paints might provide salesmen to 
call on paint dealers. The orders these salesmen write are given to 
the wholesaler to process. This is an effective way to gain dealers, 
but it usually entails heavy costs. 

Fortunately, the small company has alternatives. One option is not 
to use middlemen at all but to distribute directly to customers. This 
method gives the manufacturer the greatest control over his 
distribution, but it is also the most expensive. There are situations, 
however, in which even a small company should consider direct 
distribution. The factors to look for are these: 



Variables Characteristics 
Customers Concentrated in a small number 

of geographic regions. Easily 
identified. 

Prices Per unit prices high enough to 
support salesmen. 

Product line Broad enough to give salesmen 
a full workload and to absorb 
costs of the sales force. 

Order size Average order size large enough 
to support salesmen. 

Complexity Technical complexity favors 
manufacturer salesmen. 

A second alternative involves using manufacturers’ representatives 
or brokers, both of whom generally operate on straight commission. 
This has the advantage of a predetermined cost of sales. Even more 
important to the small manufacturer, there is no expense until a 
sale is made. Brokers may also have good knowledge of markets 
and be better salesmen than the small manufacturer can afford to 
hire. Finally, manufacturers’ reps and brokers have established 
organizations, thus making it easy to penetrate markets quickly. 
There are disadvantages, of course, which may offset these advan¬ 
tages. Probably most important is the fact that the rep or broker 
carries the lines of several companies, and while these are noncom¬ 
peting, the agent’s interest will be spread rather thin. (One common 
solution to attract his attention to a new product is to offer him a 
temporarily higher than normal commission.) This is one dimension 
of loss of market control. A second is that the middleman now 
becomes the party in direct contact with customers, leading to some 
loss of the producer’s understanding of the market. Finally, as sales 
increase, selling costs remain constant as a percentage of sales. 

With regard to pricing, dealers have norms about what is an 
appropriate gross margin for a given class of products. For greeting 
cards it is about 50 percent, for canned dog food about 18 percent. 
As long as the price to the trade permits the trade to take its 
normal margin, price tends to become a minor factor. But if the 
price does not allow resellers their normal margin, price becomes a 
major hurdle to trade acceptance. 

With short-run prices it is different. Introductory allowances, that 
is, temporary price reductions, are a fruitful way of spending 
introductory promotional budgets. Promotional efforts can take 
many forms: free Fixtures, long credit terms, guaranteed return 
privileges during early months, display allowances, advertising 
allowances, and stocking allowances. 
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Introduction of a Consumer 
Product—Grocery Product 

There are five principal stages in the process of introducing a 
new grocery product to the grocery trade.7 The first stage involves 
preparation of an introductory marketing plan, which we have 
discussed above. This plan, in turn, has three major sections: 

1. Consumer program, including selection of copy platform, 
media selection, weight and duration of the advertising, 
suggested retail price, and planned promotional expendi¬ 
tures on samples and coupons. 

2. Trade program, including introductory allowances, price 
protection plan, suggested margins, pack sizes and recom¬ 
mended shelf placement and display. 

3. Communications program, including timing and content of 
presentations to the sales force and to food brokers, timing 
of advertising and other promotional activities, and the 
“product and sales story” of the firm. 

The second stage involves instruction of the sales force. This 
meeting, which usually takes place only a few days or weeks before 
presentations to the trade are to begin, introduces the new product 
and the introductory plan to the sales force. The focus is on those 
elements that are central to a successful introduction to the trade. 

In the third stage sales presentations are made to supermarket 
buyers; here the salesman delivers the product and sales story. He 
does not typically write an order, however, because most supermar¬ 
ket chains have buying committees that have formal authority to 
take on a new product. Borden8 points out, however, that the 
buyers who receive the salesman’s presentation almost always made 
the adoption decision on the spot. The buying committee, there¬ 
fore, serves for the most part as a rubber stamp. 

The fourth stage involves the process by which the buyer presents 
the product to the buying committee. The decision is always a go-no 
go decision—either the supermarket accepts the new product or 
rejects. Some chains must make a second decision for products it 
accepts, whether to force distribution by requiring each store in the 
region to buy at least some of the product, or merely to place the 
product on the approved list. In this case the product is ordered 
into the warehouse, but individual store managers buy it only if 
they choose. Voluntary and cooperative chains typically do not force 
distribution. 

The final step is sales force work at the retail level. If the chain 
does not force distribution, the salesmen must sell the product to 
each store in the chain, making sales presentations to store or 
department managers. Even if it does force distribution, salesmen 

7 This discussion is taken from Neil Borden, Jr., Acceptance of New Food Products by 
Supermarkets. Cambridge, Mass.: Harvard Business School Division of Research, 1968. 
The book also contains some interesting case studies of grocery product introductions. 

8 Ibid. 
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must work at the retail level lining up special displays, urging the 
use of shelf talkers, and so on. 

Introduction Of An Industrial 
Product 

The producer must understand how fabricator-customers, i.e., 
those customers who manufacture and then in turn sell to other 
firms, view the problems entailed by the new product. They will 
want to know, for example, whether the new product will require 
additional capital investment or whether existing production equip¬ 
ment can be utilized, and whether or not new production skills and 
routines must be learned. It is easier to get trial and adoption 
where existing equipment and skills can be used. Customers are also 
concerned with the impact of the new material on their market 
position, and whether or not it will strengthen their position. Will it, 
for example, conflict with existing product lines? Is the fabricator 
concerned about leading his markets with new materials and 
technology? 

The key steps in the overall plan are as follows: 
I. Selection of key accounts for trial and technical development. 

Here one attempts to select those accounts which are most likely 
to respond to the invitation to try the new product. These will 
typically be the larger companies, with technical staffs and an 
interest in staying abreast of market changes. 
II. Presentation by sales and technical personnel. 

Key accounts having been selected for special treatment, they are 
visited by sales and technical personnel, who have the job of 
convincing them they should attempt to try the new product. The 
salesmen must persuade the account’s marketing personnel that the 
new product is likely to enhance the account’s market position, and 
that trial will lead to getting a jump on the market. The technical 
presentation should be made to technical staff members, and 
concentrate on developing their interest in the scientific and 
technical aspects of the new product. 
III. Assistance by Technical Development Group. 

The producer of the new product must stand behind his product, 
and provide trial customers with know-how with regard to storage 
of the product, its fabrication, shipment of finished output, and so 
on. In addition, his technical development group may be called on 
to assist in development of component parts or equipment and to 
provide technical data on the new product’s physical properties, 
limitations and advantages.9 
IV. Testing by key accounts. 

Key accounts now try the new product and learn for themselves 

9 In a small firm, the “Technical Development Group” may consist of the inventor 
of the product or process alone, or in tandem with a knowledgeable salesman. In some 
cases, this is also the top management of the firm. 
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its particular combination of strengths and weaknesses. From this 
technical assessment they also estimate the costs of using the new 
product. Throughout this process the technical development group 
plays an important role. 

If these preliminary tests are satisfactory, the account’s marketing 
personnel will begin to examine the nature of the demand for the 
new product. They will explore its likely end markets, prices it 
might command, and products it might replace. 
V. Introduction to all accounts. 

After successful testing by key accounts, the product can be 
introduced to all target accounts. The key accounts will have a 
natural lead over the others because of the know-how they have 
built up during the trial period. Occasionally key accounts will 
request a delay in Step V to enable them to obtain an even greater 
advantage from use of the product. 

Why New Products Fail 

It is instructive at the end of this chapter on new product 
introductions to summarize the results of a study by the National 
Industrial Conference Board 10 of eighty-seven companies. Eight 
major reasons were given for new product failure, in order of their 
importance: 

1. Inadequate market analysis, including failure to provide a 
product with a substantial plus over existing products, 
misreading what the market actually wanted, and poor 
forecasting as to actual size of the market. 

2. Product defects. Often this involves poor design, but it also 
entails production problems, such as poor quality control. 

3. Poor cost estimates, involving higher costs than anticipated, 
which lead to higher prices than anticipated, which lead in 
turn to smaller volume and profits. 

4. Poor timing. Failure to get the product developed before it 
became obsolete. 

5. Competition. Competitors greet the new product with price 
reductions and drive it out of the market or reduce the 
traders incentive to stock the items. 

6. Insufficient marketing effort. Simply a failure to back the 
new product with the resources it needed. 

7. Inadequate sales force effort. Due to insufficient training or 
motivation. 

8. Weak distribution. Selection of the wrong channels of 
distribution for the product or failure to stimulate the trade 
with appropriate introductory programs. 

The reader should note that most of the reasons do not originate 
with unkind fate. “Painful though it may be to admit,” one 
executive noted, “the principal factors that caused two-thirds of our 
failure were within our control.” 

i° “Why New Products Fail,” Conference Board Record, (October 1964), pp. 11-18. 
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The Small Business 
A dministration 

Government 
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Program 

Clyde Bothmer 

Clyde Bothmer recently retired as Deputy Associate Administra¬ 
tor, Procurement and Management Assistance, in the U.S. 
Small Business Administration, and is now a private consultant. 
Prior to joining the SB A, Mr. Bothmer served with the National 
Aeronautics and Space Administration and the Department of 
Defense. 
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The system of making annual contracts under existing 
laws, by advertisement and award to the lowest bidder, is 
attended with many difficulties and embarrassments, and 
often with loss to the government. To a great extent the 
fair and honest dealer is excluded, or deterred from 
competition, by the devices of the less scrupulous, who 
resort to contrivances to evade the law, and secure to 
themselves the contracts. It is the object of the govern¬ 
ment to obtain good articles, at a fair price, and the laws 
were intended to secure this result; but by combinations, 
fictitious bids, proposals from irresponsible persons, and 
various artful scheme's, the object or the laws is defeated, 
and the means which were intended by Congress to guard 
the rights of the fair dealer and the public interest are 
perverted, to the injury of both. 

When proposals are made to furnish the government with 
supplies at prices below the market value, as is done in 
many cases, the transaction indicates fraud. Contractors 
do not intend to make losing contracts with the govern¬ 
ment, and fair and responsible dealers do not make such 
proposals. Such men are driven from competition by these 
improper practices. The law, however, permits no alterna¬ 
tive but the acceptance of the lowest offer, regardless of 
the character of the individual who makes it, or the 
devices he practices. 

Does this quotation from an official Navy paper sound like a 
commentary on today’s procurement problems? If it does, it is 
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particularly interesting to note that the report from which it is 
taken is dated December 7, 1863. 

The introduction to the recently completed Report of the Commis¬ 
sion on Government Procurement 1 reviews the background for the 
passage of the law leading to the Commission’s creation in this way. 

From the time the Second Continental Congress estab¬ 
lished a Commissary General in 1775, Government pro¬ 
curement has commanded the attention of public officials 
and private citizens. All too often, the attention has 
focused on individual abuses rather than the overall 
system. 

In many respects, Government procurement is guided by 
the same considerations the Commissary General faced in 
1775: maximize competition, obtain reasonable prices, and 
assure accountability of public officials for public transac¬ 
tions. Despite the similarity of principles, present-day 
purchasing agencies have additional problems. Huge and 
exotic systems to meet military and civilian needs; spirall¬ 
ing costs; and far-reaching economic and political effects 
of Government purchases complicate the Government 
procurement process and continually keep it before public 
and congressional attention. 

* * * 

The Commission estimates that in fiscal 1972 the Govern¬ 
ment contracted to spend $57.5 billion for goods and 
services. Savings of two percent on these contracts would 
have saved the American taxpayer more than $1 billion. 

* * * 

In the meantime, numerous newly created departments 
and agencies have undertaken significant procurement 
activities in support of their programs, such as improving 
the Nation’s transportation system, purifying the environ¬ 
ment, and providing adequate housing. The military 
arsenal continues to require multi-billion dollar weapon 
systems, and undertakings of similar size and complexity 
are needed for space, nuclear power, and other technol¬ 
ogically advanced programs. 
Over the past 20 years, Government procurement has 
increased sixfold. Some 80,000 Federal employees are 
engaged in this process, and many more are employed in 
private industry. 

* * * 

The procurement process as it has developed over the 
years has, in general, served the Nation well and should 
not be subject to blanket criticism. At the same time, it has 
developed in a piecemeal fashion. The magnitude of the 
outlays involved, the important program needs dependent 
on procurement, and the impact or procurement policies 
on the private sector underscore the importance of 
making certain that procurement operations are carried 
out as effectively and economically as possible. 

1 Volume One (Washington, D.C.: Government Printing Office, 1972). 
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The point, of course, is quite obvious. The field of government 
procurement has been a complex one from the very beginnings of 
the Republic. The initial difficulties have been multiplied many 
times over during the past two hundred years by growth—growth 
both in numbers of dollars and people involved, and in the 
complexity of the systems being procured. But this is not a paper 
about government procurement generally. That subject has been 
exhaustively treated in many forums, not the least of which is the 
Commission Report just quoted. Rather, our purpose is to consider 
the role of the Small Business Administration in this field which is 
so vital to a large segment of small manufacturers. 

Importance of Government 
Procurement To Small Business 

Why is government procurement so important to small compa¬ 
nies? The Small Business Administration recently forwarded the 
following statement in answer to this question to the Office of 
Management and Budget: 

The Government policy of assuring a fair proportion of 
Government procurement to small business rests substan¬ 
tially on the equitable need for opportunities for partici¬ 
pation in taxpayer purchases for the entire spectrum of 
the business community. There are, however, reasons 
beyond simple fairness to all concerned for policies giving 
special consideration to the increase of small business 
participation in Federal contracts. These basic reasons are: 
(a) to assure a continued climate of competition in Federal 
procurement, thereby protecting the taxpayer dollar; (b) 
to increase dispersal or the national productive capability 
as a measure against foreign attack or domestic emergency 
which would otherwise threaten great proportions of. the 
industrial complex; (c) to maximize talent and capacity 
made available to priority Government programs. 

It is additionally suggested that the economic effect of the 
placement of contracts in the hands of numerous and 
dispersed small firms is more desirable than award of 
contracts at the same value to a substantially smaller 
number of firms which are concentrated in limited 
geographic areas. Small firms are more likely to be located 
in otherwise non-industrialized areas and offer the advan¬ 
tage of helping to reduce industrial concentration in 
specific urban areas, thus, offering economic opportunity 
for a wider selection of the population, and reaucing the 
impact on services for major urban areas. 
Finally, it must be noted that the simple reality of the 
business world requires customers and cash flow for 
success. When it is considered that the Federal Govern¬ 
ment offered a universe of $43.8 billion in procurement 
awards to business in the United States in Fiscal Year 
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1972, it is obvious that a significant portion of this market 
is both desirable and appropriate for small firms. The 
business activity thus created generates not only income 
for employees and owners, but also by reinvestment of 
profit reduces materially the reliance which such firms 
must place upon lenaing institutions, commercial or 
Government. 

The Small Business Procurement Assistance Programs had their 
genesis in World War II. In the first two years of that war, 16 
percent of the small firms in the country closed their doors. This 
was largely because most war contracts went to big business. 

A major effort to utilize the facilities of small business in the war 
effort began in mid-1942 with the establishment of the Smaller War 
Plants Corporation (SWPC). It helped small firms get government 
contracts, loans, and essential materials. In January 1946, SWPC 
was abolished, and its loan functions were transferred to the old 
Reconstruction Finance Corporation (RFC), a Federal Agency. The 
SWPC’s other functions were given to the Commerce Department. 
In its 372 years of existence, SWPC had helped small plants obtain 
about 54,000 prime contracts valued at over $6 billion and had 
made loans and leases valued at about $500 million. 

The Department of Commerce combined the transferred func¬ 
tions and its existing small business programs into a new unit, the 
Office of Small Business. This office became part of the National 
Production Authority in 1950. In June, one year later, Congress 
created the Small Defense Plants Administration (SDPA) and 
assigned it the major responsibility for increasing small business 
participation in the defense effort of the Korean War. In its 21 
months of operation, SDPA delivered $725 million worth of 
assistance in government contracts and loans to small business. 

SDPA was succeeded in 1953 by SBA, an independent agency. 
The Small Business Act describes the mission of the Small Business 
Administration in the field of government procurement as follows: 

It is the declared policy of the Congress that the 
Government should aid, counsel, assist, and protect, 
insofar as is possible, the interests of small-business 
concerns in order to preserve free competitive enterprise, 
to insure that a fair proportion of the total purchases and 
contracts or subcontracts for property and services for the 
Government (including but not limited to contracts or 
subcontracts) to be placed with small business enterprises . 

The act then provides a number of tools for the accomplishment of 
this mission. These tools have been incorporated into the programs 
of the SBA Office of Procurement Assistance and will be discussed 
in some detail in the remainder of this paper. 
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The Prime Contracting Program 

In recent years the increase in the technological complexity of 
material procured by the Defense Department, and the procure¬ 
ment policy of acquiring systems from a single contractor responsi¬ 
ble for a total package, have combined to place many proposed 
acquisitions beyond the capabilities of small businesses. There are, 
however, many instances where small firms interested in becoming 
government prime contractors can perform the services desired by 
the Government. The Small Business Administration takes active 
interest in assisting small businessmen to increase the number of 
contracts available to small business. 

Three principal efforts contribute to the aid which SBA offers in 
the prime contracting field: the “set-asidethe “break-out,” and the 
Certificate of Competency. 

The Set-Aside Program 

The set-aside effort is the specific identification of certain 
required material or services to be provided only by firms which 
qualify as small businesses. Some form of this approach has been 
utilized since the establishment of the Small Business Administra¬ 
tion. Prior to July 1965, SBA representatives participated actively 
with the Defense Department personnel in reviewing acquisitions 
for possible set-asides. At that time, SBA shifted from active 
participation to a policy of surveillance. SBA personnel reviewed 
overall procurement policy and figures regarding set-asides, but 
were not involved in individual cases. 

Unfortunately, the use of surveillance alone did not prove 
adequate to the needs of the SBA mission. Inquiry by the cognizant 
Congressional committees resulted in a study to determine whether 
the joint nature of the set-aside program should be reinstated. A 
steering committee, including representatives from the Defense 
Department, the National Aeronautics and Space Administration, 
The Bureau of the Budget, and the Small Business Administration 
was established in September 1966 to conduct the study. On 
February 21, 1967, the steering committee recommended to the 
Director of the Bureau of the Budget and the Administrator of the 
Small Business Administration that SBA develop, in cooperation 
with various procurement agencies, a set-aside program which 
would incorporate the best features of the unilateral (procurement 
agencies responsible for initiation of all set-asides), joint (procure¬ 
ment agencies and SBA sharing the responsibility for initiation of 
all set-asides), and surveillance procedures. The recommendation 
also stated that a new approach should provide for the performance 
of the following functions by the SBA: 

1. Exercise the set-aside function only on those procurements 
not unilaterally set aside by the procuring agency. 

2. Appeal to the Secretary or head of the procuring agency in 
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cases where agency representatives do not concur in a set- 
aside suggested by SBA. 

3. Make periodic surveillance reviews of procuring activities. 
4. Provide for set-aside reporting under a unified system not 

differentiating between unilaterial and joint set-asides. 

5. Perform additional functions such as recommending “break¬ 
outs,” locating additional small business suppliers, and rec¬ 
ommending modification of unduly restrictive specifications. 

Lack of personnel prevented full implementation of these recom¬ 
mendations immediately. However, SBA did begin active participa¬ 
tion with Defense Department personnel in the set-aside program, 
utilizing those individuals previously committed to the surveillance 
effort, and began planning for the necessary additional staffing to 
properly carry out the recommendations. 

The primary responsibility for implementation of the program 
now falls upon approximately 47 Procurement Center Representa¬ 
tives assigned to various Defense and Federal civilian department 
installations throughout the United States. The installations to 
which they are assigned have been chosen for the greatest possible 
impact on small business contracting. Factors considered in the 
selection are: dollar amounts of installation procurements, type of 
product or service purchased, and estimated potential for small 
business. 

The individuals filling these positions, as SBA representatives, 
have extensive and varied responsibilities. Their basic function is to 
Find ways to increase the amount of business which small firms may 
do with government agencies. In order to fulfill this obligation, they 
must respond to a variety of demands upon their time. To maintain 
the set-aside program, the representative must review procurement 
actions which have not been set aside by the agency unilaterally and 
make recommendations for joint set-asides. He must screen ab¬ 
stracts of bids, proposals and award data to determine if the 
maximum set-aside is being attained, and make appropriate recom¬ 
mendations to the procuring agency. In support of other SBA 
purposes, he must also try to discover small business bidders for 
procurements with inadequate small business competition, and keep 
close watch on the Certificate of Competency program to ensure its 
application, when appropriate. Further, as SBA’s “man-on-the-spot,” 
the Procurement Center Representative is expected to evaluate the 
procurement operations and procedures of the installation in order 
to determine the effect on small business, and to maintain an 
awareness of procurement plans of the agency and recommend 
changes which will be helpful to small business. While the job is 
demanding, the burden is not so great as it may initially appear, i.e., 
impossible. The representative is supported by the resources of the 
Regional and District SBA Offices, as well as the efforts of the 
Central Office in Washington, D.C., and he maintains contact with 
those offices. 
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The Break-Out Program 

The second factor in SBA’s contract assistance efforts is the 
utilization of so-called “break-out,” which is a continual function for 
personnel in procuring agencies and the Small Business Administra¬ 
tion. This slang expression has three connotations. First, the term 
may mean separation of specific services or material from a more 
general contract, e.g., janitorial services might be broken-out of a 
general contract for housekeeping services on a missile installation. 
The second interpretation of break-out is the reduction of a single 
large procurement to several procurements in quantities which are 
within the capabilities of small businesses. For example, while the 
single procurement action for 1,000 small boats might be beyond 
the capacity of a single small firm, the procurement might be 
broken-out into two lots of 300 and one lot of 400. The third type 
of break-out is separation of sub-systems or components from a 
system which is to be acquired, e.g., the radar portion of a contract 
might be broken-out of an aircraft system. The contract for such 
equipment or components is awarded on a prime contract basis and 
material is then furnished to the total-system contractor as govern¬ 
ment-furnished equipment. This technique not only makes addi¬ 
tional prime contracts available to small business but may also make 
possible government savings by eliminating payment of profit to 
both prime and subcontractors on items which will be sub¬ 
contracted and forcing prices down through increased competition. 

The Certificates Of Competency Program 

A third phase of the SBA prime contracting assistance effort 
revolves around the Certificates of Competency Program (COC). If 
a contracting officer proposes to reject the bid of a small business 
firm, which is a low bidder, because he questions the firm’s ability to 
perform the contract on the grounds of capacity or credit, the case 
is referred to the SBA. As required by the Armed Services 
Procurement Regulation (ASPR) and the Federal Procurement 
Regulations (FPR), SBA personnel then contact the company 
concerned to inform it of the impending decision, and to offer an 
opportunity to apply to SBA for a Certificate of Competency, 
which, if granted, would require award of the contract to the firm 
in accordance with the Small Business Act. 

The COC Program is carried out by a specialized SBA field staff, 
comprising individuals with technical engineering backgrounds and 
backgrounds in finance. On receipt of a COC application, the 
contracting officer of the procuring agency is notified that the 
potential contractor has applied, and a team of financial and 
technical personnel is sent to the applicant firm to survey its 
potential. Although the SBA has access to the pre-award survey 
conducted by the Defense and civilian Departments, which serves as 
the basis of the contracting officer’s decision, a completely new 
survey is conducted, evaluating the financial and technical charac¬ 
teristics of the applicant in terms of the needs of the specific 
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procurement in question. The applicant’s credit ratings, past 
performance, management capabilities, production schedules, and 
prospects for obtaining needed financial help or equipment are 
closely reviewed. 

If the financial position of the firm is weak, if critical equipment 
is absent, or if the management effort is inadequate, the regular 
assistance programs of SBA (loans, management counseling, assist¬ 
ance in locating equipment, etc.) may be applied to strengthen the 
applicant’s capability. If it appears that the firm has the credit and 
productive capacity required to fulfill the contract, with or without 
SBA assistance, the team’s findings will be presented to a COC 
Review Committee in the appropriate SBA Regional Office. The 
committee, composed of legal, technical and financial representa¬ 
tives, under the chairmanship of the Regional Division Chief for 
Procurement and Management Assistance, makes its recommenda¬ 
tion to the chairman after a detailed review of the case. The 
chairman, in turn, makes his recommendation to the Regional 
Director. 

If the decision here is negative, the COC is denied and both the 
firm and the procuring activity are notified. If the decision is 
affirmative and the procurement is less than $250,000, the Regional 
Director issues a COC. For procurements in excess of that amount, 
the recommendation and supporting data are forwarded to Wash¬ 
ington, D.C., where the Central Office COC Review Committee, also 
composed of legal, technical, and financial representatives, consid¬ 
ers the case and makes a recommendation to the Associate 
Administrator for Procurement and Management Assistance. If the 
Associate Administrator’s decision is negative, the firm and the 
procuring activity are so informed; if affirmative, a letter, certifying 
the competency of the firm as to the capacity and credit to perform 
the subject contract (the Certificate of Competency) is sent to the 
procuring activity. By terms of the Small Business Act and ASPR 1— 
705.4, or FPR 1-1.708, the COC is conclusive on questions of 
capacity and credit, and the contract is awarded. 

Frequently, the process described above is terminated before 
completion, because the SBA makes information available to the 
contracting officer which persuades him to reverse his decision and 
award the contract without a COC. 

After a COC is awarded and the contract is let to the applicant, 
SBA keeps a close watch on progress. Monthly checks are made by 
SBA field personnel who report directly to the SBA in Washington 
on the status of the contract. In this way SBA assistance is 
constantly available to the contractor. 

A COC is valid only for the specific contract for which it is issued. 
A business concern which is capable of handling one contract may 
not be qualified to handle another. Each case is considered 
separately, and each case is considered only if and after the 
contracting officer has made a negative determination of capacity 
and credit. Firms may not apply for a COC before a determination 
on bid acceptance is made by the contracting officer, nor may firms 
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apply which are disqualified for reasons other than capacity or 
credit. 

If the procedures described herein seem circuitous, two facts 
should be borne in mind. First, a final decision must be reached by 
SB A within 15 working days of the original referral, and second, 
the potential damage to both the businessman and the Government 
of too much haste is large. Granting a COC carelessly to an over- 
optimistic businessman could lead him into bankruptcy, delay 
important government procurement, and waste the taxpayers’ 
money. By utilizing such care the default ratio on COC awards 
compares favorably with those of procuring agencies on normally 
awarded contracts. 

From 1954 through 1972, there were 2,550 contracts awarded on 
the basis of a COC, with a dollar value of $474,815,000. The 
difference between the award prices of these contracts and the 
second lowest bid prices represents a savings to the Government of 
$40,252,000. 

Collateral Obligations 

There are two collateral duties which are important to the prime 
contracting program. Specifically, the procurement center repre¬ 
sentative is expected to counsel small businesses on request, at least 
to the point of ensuring that appropriate aid is provided by the 
SBA Regional and District Offices. He is also expected to call the 
SBA’s attention to small businesses which are in danger of default 
on a contract so that help may be offered in time to prevent that 
occurrence. 

The latter point is of increasing interest to the SBA, since award * 
of a set-aside to a small businessman is of negative value if the 
contract is not fulfilled; both the Government and the businessman 
are losers. Although this is not a critical problem in terms of 
frequency of occurrence, the nature of the issue makes it signifi¬ 
cant. Therefore, SBA has assigned representatives to some Defense 
Contract Administration Services Regional Offices. These individu¬ 
als provide advice to small businessmen on matters of performance, 
inspection and acceptance of material, accounting for government 
property, security clearance of facilities, reporting, and payments. 
These representatives are particularly valuable in helping firms 
which are experiencing difficulties in fulfilling their contracts. 

In addition to these efforts in the Prime Contracting Program, 
SBA carries on various projects directed to similar goals but 
requiring less manpower. For example, although dominance of 
procurement dollars by the Defense Department makes it necessary 
to concentrate manpower on DOD acquisitions, civilian agencies are 
not neglected. Civilian procurement centers are covered by SBA 
representatives, and the liaison officer to civilian agencies works 
with headquarters of some departments to set small business award 
and unilateral set-aside goals. 

While the effort described above is directed toward maximizing 
the contract opportunities of small firms, it must be emphasized 
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again that the business must still be obtained on a competitive basis. 
Competition on set-asides assures that the Government obtains fair 
value; and the COC Program is open only to low bidders. Thus, 
there are no give-aways to the ineffective or unproductive. The 
SBA can help to open up opportunities, but success in small 
business, as in large business, goes to those who earn it. 

The Subcontracting Program 

The Small Business Act places on all government procurement 
agencies and the Small Business Administration the responsibility to 
insure that “a fair proportion of the total purchases and contracts 
or subcontracts for property and services for the Government” is 
placed with small business enterprises. The reference to subcon¬ 
tracts has become increasingly significant in recent years. 

Between 1954 and 1961, the percentage of Defense Department 
prime contract awards in the United States received by small 
businesses dropped from 25.3 percent to 15.9 percent. The 
principal reasons for this change are varied, but can be readily 
deduced from the figures available. In 1952, defense spending was 
at a peak for the Korean conflict, at about $40 billion; by 1954, 
expenditures had declined to slightly more than $10 billion. Small 
business absorbed a portion of this reduction but retained about a 
quarter of the defense prime contract dollars as mentioned before. 
As defense expenditures increased after 1954, however, the dollar 
amount which went to small business remained fairly constant, and 
the share of small business in these government services diminished. 

Several causes might be suggested for the static small business 
situation in these years, but two seem particularly significant: large 
firms were forced to compete for contracts usually within the small 
business sphere, in order to maximize plant utilization; and the 
increasing complexity of modern weaponry, combined with the 
trend to the procurement of total systems from a single prime 
contractor, tended to close the market to small businesses whose 
resources were inadequate for tasks of such magnitude. 

It is to the latter problem that the subcontracting program 
required by Public Law 87-305, passed in September 1961, is 
directed. By this Act the Congress required the Small Business 
Administration, the Defense Department, and the General Services 
Administration to develop, jointly and cooperatively, a small busi¬ 
ness subcontracting program. By December of that year, the 
agencies had reached agreement on 15 principles which were 
incorporated into the Armed Services Procurement Regulation 
(ASPR) and the Federal Procurement Regulations (FPR). 

The ASPR provisions for the subcontracting program, applicable 
to all contracts except those to be performed entirely outside of the 
United States or for personal services, divide procurements into two 
groups: those ranging from $5,000 to $500,000, and those over 
$500,000. (Contracts under $5,000 do not offer significant opportu- 
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nity for subcontracting.) Contracts which fall into the first category 
include a “best efforts” clause by which the contractor agrees to 
accomplish the maximum amount of subcontracting to small busi¬ 
nesses that he “finds to be consistent with the efficient perform¬ 
ance” of the contract. In procurements over $500,000, the 
contractor is required by a mandatory contract clause to undertake 
a full small business subcontracting program with specific responsi¬ 
bility to: 

1. Designate a small business liaison officer. 
2. Give consideration to small business on “make or buy” 

decisions. 
3. Offer small business an equitable opportunity to compete for 

subcontracts. 
4. Maintain detailed records of subcontracts in excess of 

$10,000. 
5. Prepare and submit specific reports to the appropriate 

buying agency. 
6. Pass on similar responsibilities to major subcontractors. 
These contractual requirements in themselves, however, were 

inadequate to assure enthusiastic participation in the program. Also, 
the regulations were being applied across the board in a general 
way, while the need was for selective effort in areas where a 
substantial return might be expected. Recognizing these needs, SBA 
and DOD jointly launched the Voluntary Subcontracting Program. 

The Voluntary Subcontracting Program 

The initial proposal of this program, which was unrelated in 
prime contractors’ legal obligations, was made by a joint letter from 
the Administrator of the SBA and the Assistant Secretary of 
Defense (Installations and Logistics) in May 1963, to the 25 defense 
prime contractors who received the highest net value of the prime 
contract awards in Fiscal Year 1962. All of the firms agreed to 
participate in the program. Subsequently, the program was ex¬ 
tended to 37 firms and, by 1973, to 70. These 70 firms represent 
those of the top 100 (in contract receipts) with substantial subcon¬ 
tracting potential. 

Under this voluntary program, the prime contractor assumes the 
greatest share of responsibility. Members agree to: 

1. Identify commodities and services for which small businesses 
are not presently solicited. 

2. Provide to SBA the data necessary to develop new sources 
(e.g., drawings, technical descriptions, specifications, etc.). 

3. Review specifications for revision, when feasible, so that small 
firms will not be excluded by unnecessarily restrictive 
requirements. 

4. Advise procuring agencies of specifications or contract 
provisions which appear to be unnecessarily restrictive. 

5. Advise small firms on procedures for acceptance for the 
Qualified Products List. 

On the Government’s part, SBA attempts to discover new small 
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business sources for industry, conferring with prime contractors on 
needs, requirements and plans. Also, the Defense Department, 
through its contract administration offices, conducts reviews of the 
contractor’s policy and practice in this area, both to assure 
adherence to ASPR provisions regarding small business and to 
encourage new ideas for the furtherance of the program. 

The top 100 firms accounted for 72.1 percent of the total dollar 
value of military prime contracts over $10,000 in FY 1972, and all 
other large prime contractors (some 300 corporations) received only 
10.5 percent of the total dollar value. Thus, any further extension 
of the Voluntary Program would be of dubious value. If the 
subcontracting program is to continue to grow, therefore, the SBA 
must develop new approaches to the problem. One means of 
enlarging the present efforts, without excessive personnel require¬ 
ments, would be to place increasing reliance upon review of 
contractors’ subcontracting programs, while disengaging SBA from 
active participation in those programs. 

The Defense Department has implemented the subcontracting 
program in the ASPR, as discussed earlier, and retains responsibility 
for assuring that its prime contractors discharge their obligations 
under the subcontracting clauses as under any other element of the 
contracts. At the same time, the SBA has responsibility for obtaining 
information concerning the methods and practices utilized by prime 
contractors, as well as reporting to the Congress on the accomplish¬ 
ment of small business programs. In order to minimize the impact 
of these responsibilities on the prime contractors, the SBA partici¬ 
pates with the Defense Department in reviews of contractors, 
utilizing mutual information to the greatest extent possible. 

The SBA review is directed toward three purposes: 
1. To determine the extent of compliance with the prime 

contractor’s contract obligations at a specific purchasing 
activity. 

2. To obtain information on the procurement methods and 
practices of the prime contractor, and the extent of his 
subcontracting to small business. 

3. To evaluate the prime contractors’ subcontracting programs 
so that the findings may be utilized by contracting officers in 
determining allowable profit in negotiated contracts. 

In order to complete each review in a manner which will achieve its 
purposes, SBA has developed a set of questions for which the 
reviewing officer will seek answers. The questions are based on the 
requirements of the subcontracting clauses of the company’s gov¬ 
ernment contract and, in addition to obtaining desirable factual 
data, are directed toward determining whether the contractor has: 

• Implemented a genuine small business subcontracting program, 
in fact as well as on paper. 

• Committed himself to the program, giving attention to it at 
appropriate levels of management. 

• Kept the program alive and known in the organization after its 
initial establishment. 
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• Established procedural steps which assure opportunities for 
small business bidders. 

• Developed plans and goals for maximum small business partici¬ 
pation and capability for appraising progress. 

• Declared and observed policies consistent with and supporting 
his obligations under the small business subcontracting clauses 
of the contracts. 

At the conclusion of the review, a summary of the findings and 
recommendations is provided to the contractor, and is then made 
available to contracting officers who are developing weighted 
guidelines for profit on negotiated contracts. Small business subcon¬ 
tracting is a factor under “contractor performance.” 

Results 

In the twelve years since the subcontracting program was 
initiated, the percentage of subcontract awards to small business has 
varied fairly widely. The maximum achieved was 43.3 percent in 
Fiscal Year 1967. From that peak the percentage declined steadily 
to 34.8 percent in Fiscal Year 1971. In Fiscal Year 1972, the decline 
was halted and the percentage remained at 34.8 percent. Fiscal 
Year 1973 will show the first rise since the 1967 peak year. 

The SBA continued to seek innovative approaches during the 
years in which the small business share continued to fall in an 
attempt to offset the decline. During this period, for example, the 
inter-regional introductory program was developed. Through this 
activity, the SBA continually searches for small businesses that have 
outstanding capabilities, but that do not have the marketing ability 
to compete on the national scene. These firms are introduced into 
the supply system of the Voluntary Subcontracting Program plants 
by SBA personnel. Detailed information concerning the small 
company is disseminated to all SBA regions by the regional office in 
which the company is located. Each of the other nine SBA regions 
then discusses the company with the Voluntary Subcontractors in its 
region and provides profile information to the buyers in those 
plants. 

Currently the SBA is exploring avenues to assure small businesses 
of earlier consideration during the formulation of a prime contrac¬ 
tor’s planning. At the time a prime contractor is ready to actually 
begin his supporting subcontracting effort, it is usually too late to 
introduce small producers into his system. If the SBA were able to 
insure consideration of small companies much earlier in the “make 
or buy” planning stage, the small business subcontracting share 
would increase. This approach will be vigorously explored during 
the remainder of calendar year 1973, and a new program will be 
“kicked off’ early in 1974 if the effort appears feasible. 

The subcontracting program, as applied through the efforts 
described above, has contributed significantly to achieving the goals 
of the Congress described early in this article, and will continue to 
do so. Benefits will be realized by the Nation as a whole, since this 
program serves to introduce cost-reducing competition into defense 
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contracts, to expand the base of the country’s defense-production 
capability, and, by improving the performance and opportunity of 
small businesses, to strengthen the national economy. 

Cost-Benefit Analysis Of The 
Procurement Assistance Program 

In 1970, the Small Business Administration conducted an inten¬ 
sive economic analysis of its Procurement Assistance programs with 
the primary objective of measuring their “benefits in relation to 
costs.” This evaluation was motivated by President Nixon’s Memo¬ 
randum of 1970 in which he asked Government agencies and 
Departments to assess the effectiveness of their programs. The 
SBA’s study was undertaken in the period February-October, 1970, 
and related to experience with the procurement assistance received 
by small firms in 1969.2 

Methodology 

Five major industrial centers were selected for study: New York; 
Philadelphia; Los Angeles; San Francisco; and Dallas. Within these 
areas, all small firms which had received procurement assistance by 
the SB A in 1969 were surveyed by a mailed questionnaire. The 
respondents were asked, among other things, to furnish data on the 
volume of their profits which could be directly attributed to 
procurement assistance received from the SBA. Although the initial 
response was high, a second mailing to non-respondents elicited 
additional responses; the remaining non-respondents were con¬ 
tacted by telephone on a random basis. The final coverage was 
considered very high and satisfactory from a statistical standpoint. 
The respondents to the second mailing reported figures and results 
that were of the same order of magnitude as those generated by 
respondents to the First mailing, while telephone respondents 
reported slightly better results. 

Measurement Of Benefits 

For the purpose of benefit/cost analysis, only primary benefits in 
the form of increased profits (and cost savings) directly attributable 
to the Procurement Assistance Program were included in the 
numerator of the ratio. This, of course, understates the total 
benefits that might be attributable to the program. Not included in 
the calculation were such secondary benefits as increased employ¬ 
ment, increased investment, and increased net worth of the firms 
receiving assistance. The survey results indicated that, in these latter 
categories, 44 percent of the firms experienced an increase in 

The contents of this study, herein published for the first time, are contained in 
internal SBA memoranda. 
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employment; 40 percent reported an increase in plant or capital 
equipment; and 73 percent reported an increase in net worth. All 
of these results were those which the firms reported to be directly 
attributable to the SBA procurement assistance efforts. 

Measurement Of Costs 

For the purpose of benefit/cost analysis, costs were defined to 
include both the costs (direct and overhead) of SBA Procurement 
Assistance and a pro-rated share of Department of Defense costs 
representing DOD efforts in connection with the SBA procurement 
programs. 

Calculation Of The Primary Benefit/Cost Ratios 

Benefit/cost ratios were calculated for the separate programs that 
comprise the total SBA procurement effort. The following state¬ 
ments represent the basis for the calculated ratio of each program: 

TABLE I 

THE PRIME CONTRACTING PROGRAM 

Benefits Costs 

Profits Reported. 
Savings of Firms 

Documented by 
PCRs. 

$20,391,194 

1,577,422 

SBA. 
Department 

of Defense. . 

$ 91,583 

2,228,243 

Total. $21,968,616 Total. $2,219,826 

$21,968,616 
Benefit/Cost: - 

2,319,826 
= 9.5 to 1. 

It should be noted that the above calculation, as well as those which 
follow, do not take into account ongoing profits in future years that 
might be generated as the result of SBA Procurement Assistance 
received in 1969. Since it is highly probable that such future profits 
would in fact be present, the calculated ratio is understated. 
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TABLE II 

THE SUBCONTRACTING PROGRAM 

Benefits Costs 

Profits Reported. $6,045,725 Prime Contracting 5717,233 
Costs of Program 
SBA. 99,552 
Dept, of Defense. 20,200 

Total 56,045,725 Total 5836,985 

$6,045,725 
Benefit/Cost: - = 7.2 to 1 

836,985 

TABLE Ill 

THE CERTIFICATE OF COMPETENCY PROGRAM 

Benefits Costs 

Profits Reported. 52,076,038 SBA. 5299,655 
Savings Resulting Department of 

from Awards to Defense. 189,215 
Lowest Bidder. 1,572,371 

Total 53,648,409 Total 5488,870 

53,648,409 
Benefit/Cost: - = 7.5 to 1. 

488,870 

In appraising the dollar figures in the above Tables, one should 
recall that they are (1) derived from questionnaire returns (in the 
case of firm profits generated) from five major industrial centers 
and (2) not an estimate of either total primary benefits or total costs 
of the Procurement Assistance Program for the nation as a whole. 
Further, one should bear in mind that the survey year, 1969, was 
one of general economic expansion. Somewhat different results, 
and lower ratios, might be derived from a survey taken in a less 
favorable economic climate. 

Nevertheless, the general picture that one gets from these 
calculations is favorable, providing evidence that the Procurement 
Assistance Program of the SBA is a productive activity. The tax 
dollars expended obviously have a multiplier effect on small 
business profits. While in the absence of SBA assistance these 
profits would have been generated by larger firms, and to that 
extent do not represent a net gain to the economy as a whole, the 
fact that they were diverted to the small business sector undoubt¬ 
edly contributed to the achievement of greater competition in the 
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market for Government goods and services and the achievement of 
the major public objective of maintaining and promoting a viable 
community of smaller enterprises. 

Summary And Conclusion 

In summary, this paper has reviewed the climate in which small 
government contractors must survive; more importantly, it has 
examined in some detail the two major programs SBA employs to 
help in that survival effort and to contribute to small business 
growth. These two programs, prime contract and subcontract 
support, involve a variety of different sub-programs which have 
been briefly reviewed. These include the set-aside, the break-out, 
the certificate of competency, the Agency small business program 
reviews, the voluntary subcontracting effort (including company 
surveillance reviews), and the inter-regional introductory program. 
These are the tools used to help small businessmen pan the gold 
from the government procurement stream. How effective are they? 
Some of the results have been cited above. 

But a cumulative figure perhaps best conveys the total impact: in 
1972, largely through SBA efforts, small business concerns received 
$12.6 billion in Federal prime contracts and subcontracts, approxi¬ 
mately 28 percent of the total government spending for procure¬ 
ment. That is a lot of gold! 
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Opportunities for profitable participation in overseas markets 
have never been more numerous. Encouragement, from easily 
accessible and inexpensive information services to taxpayer sup¬ 
ported financial incentive programs, has never been greater. The 
nation’s need to reverse worsening payments and trade balances 
remains urgent. And still there appears to be no stampede of U.S. 
small and medium size business firms into the international 
marketplace. This chapter is addressed not only to small business 
firms but also to agencies and individuals engaged in the promotion 
of U.S. foreign trade interests through more productive involve¬ 
ment of the small business sector. 

No more fitting statement of the nation’s concern for our current 
international trade posture can be set forth than one made recently 
by Henry Kearns, President and Chairman of the Export-Import 
Bank: 

There are markets somewhere for anything useful that 
can be produced. And yet U.S. suppliers sit back and let 
just 200 companies do 52 percent of all our exporting. 
That’s the sad story. Of 300,000 U.S. manufacturing 
firms, only 18,000 do any exporting at all, and 200 
companies do more than half or it. Of course, indirectly 
thousands of other companies enter the picture as subcon¬ 
tractors or manufacturers of components, but they ride on 
the backs of the few who actually sell abroad. They do not 
play an active role in the export effort.1 

1 Henry Kearns, “The Several Roads to a U.S. Balance of Trade Surplus,” remarks 
made before the Annual International Achievement Award of the World Trade Club 
of San Francisco, May 17, 1973, Advance Release, Public Affairs Office, EXIM Bank, 
p. 2. 
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In dollar terms, if we take $45 billion dollars as an estimate of 
recent levels of annual private sector exports, Mr. Kearns’ statement 
implies that 200 companies export, on the average, $130 million 
dollars worth each, while 17,800 companies export only $1.3 million 
each. 

Is this performance bad? Evaluation is possible through compari¬ 
son with the performance of other countries. U.S. export earnings 
amount to just over 4 percent of the Gross National Product while 
the comparable ratios for Germany and Canada are about 20 
percent; for the U.K., 15 percent; and for France and Japan, about 
10 percent. Moreover, such discrepencies have been growing, as 
shown by a comparison of ratios of exports of agricultural, forestry, 
fishery, mining and manufacturing products to total production of 
such commodities among leading industrial nations. Data in Table 
1, drawn from ex-Secretary of Commerce Peterson’s report on The 

U.S. In The Changing World Economy, illustrates the deteriorating 
situation as of the end of 1969: 

TABLE I 

COMMODITY EXPORTS IN RELATION 
TO THEIR PRODUCTION FOR SELECTED COUNTRIES: 

1950-1969 

(In Percentages) 

1950 1969 

United States 9.1 12.8 
Canada 42.5 62.6 
E. E. C. 17.7 21.8 (excluding intra-trade) 
West Germany 17.3 37.0 
United Kingdom 42.8 47.9 
Japan 18.3 30.1 
U.S.S.R. 3.0 7.8 

Source: Peter G. Peterson, The U.S. In The Changing World Economy, Vol. 
II, Background Material (Washington: GPO), p. 10. 

Since 1969, devaluations of the dollar and revaluations of key 
foreign currencies appear to be slowing, if not arresting, the 
relatively unfavorable U.S. performance depicted in Table I, but it 
must be remembered that our increased export dollar earnings are 
of cheaper dollars (i.e. dollars that will buy less) and only through 
greatly increased export productivity can the more favorable 
currency exchange rates be translated into real advantages to our 
economy. 

This chapter examines some of the premises upon which the 
drive to broaden the base of U.S. exporting is founded, reviews 
available quantitative data on the participation of smaller U.S. firms 
in the international marketplace, takes note of some of the many 
incentive programs and services for strengthening such participa- 
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tion, and makes some suggestions for turning the discouraging 
situation around. 

The Quantitative Picture 

The answers to such questions as, “What is the proportion of 
exports, or more importantly, foreign exchange earnings, generated 
by smaller U.S. firms today?”, and, “How does this compare with 
yesterday?” is simply that “We do not know.” Furthermore, there 
will be no way of finding out, short of the wildest kind of 
extrapolation from inadequate data, until we arrive at a consistent 
definition of small and medium size business, and until some 
systematic method for deconsolidating company earnings reporting 
is found. Because the latter type of reporting is considered of 
utmost confidentiality by most firms, the need to rely on indirect 
estimating and ad hoc surveys will continue into the foreseeable 
future. However, such estimating and surveying can be greatly 
improved as compared to what is done today, as will be suggested 
later. 

Thus, in the meantime, progress being made toward the widely 
advocated objective of increasing or expanding the U.S. exporting 
base of participating firms is difficult, at best, to quantify. Such 
benchmark data as exist derive from manufacturing census surveys 
which are scheduled in five year intervals. These provide no data 
on destination of sales, and, of course, tell us nothing about the 
sales of Export Management Companies (EMCs), export agencies, 
or the thousands of manufacturing companies whose products go 
overseas via “piggy-back” or as component parts of other exporter’s 
products. 

Part of the problem lies in the failure to develop and apply a 
common definition of what is a small business on a consistent basis. 
Senator Alan Bible, from the Select Committee on Small Business of 
the U.S. Senate defined the situation in October, 1972 when he 
stated that the Committee “is continuing its efforts of many years to 
establish a statistical basis for small business that could be commonly 
accepted by Congress, Executive Agencies, and the private business 
community.” 2 

The Small Business Administration is the agency with the 
responsibility for defining small businesses. It performs this func¬ 
tion in qualifying firms for access to its own loan, guarantee, and 
management assistance programs, and for the guidance of other 
governmental agencies in administering their loans, insurance, and 
procurement programs. While some agencies use sales revenue, 
others, net worth or capitalization, sometimes in combination with 
numbers of employees, the SBA system qualifies manufacturing 
firms strictly in terms of numbers of employees. The maximum 

2 Twenty Second Annual Report of the Select Committee on Small Business, U.S. 
Senate, 92d Congress, Report No. 92—1280, Washington, D.C.: U.S. Government Printing 
Office, 1972, p. 1. 
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number allowable for qualification as a small business varies 
between 250 and 1,500 depending upon the industrial field of the 
particular company and upon the type of program the company 
wishes to enter. For example, in qualifying small manufacturing 
Firms for loan and procurement programs, SB A lists 391 Standard 
Industrial Classifications (SICs) at the four and Five digit level of 
specificity for loans, and 113 for procurement. The number of 
specific industries falling into different qualifying size categories 
varies as shown in Table II, below: 

TABLE II 

MAXIMUM LIMITS OF EMPLOYEES 
PER MANUFACTURING FIRM FOR PARTICIPATION 

IN LOAN AND PROCUREMENT PROGRAMS 
BY NUMBERS OF STANDARD INDUSTRIAL 

CLASSIFICATIONS 

Number of SICs per Size Category 

Maximum Limits of For Loan For Procure- 
Employees Per Firm Programs ment Programs 

250 168 — 

500 116 — 

750 55 60 
1,000 51 51 
1,500 1 2 

Total 391 113 

Source: As compiled by the author from Part 121, Small Business Size Stand¬ 
ards, SBA Rules And Regulations, Revision 12, Nov. 30, 1972; Cite: 37 F. 
R.25340. 

Three hundred and ninety one industries specified at the four 
and five digit level is only a fraction of the total number of 
industries identifiable at that level. In fact, the SBA listing does not 
break out any industries for procurement purposes falling in the 
manufacturing sectors of agriculture, animal, fishery, mining, 
apparel, wood and lumber, furniture and fixtures, printing and 
publishing, leather, or scientific and photographic products. How¬ 
ever, SBA provides catch-all definitions of small businesses for 
industries not specifically broken out in the listings in the Rules and 
Regulations. These definitions typically state that if no standard for 
an industry has been set forth, a concern bidding on a government 
contract is a small business if, including its affiliates, it is independ¬ 
ently owned and operated, is not dominant in the relevant field of 
operation, and has 500 employees or less.3 

3 SBA Rules And Regulations: Section 121.3-8. See full citation at bottom of Table 

II. 
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If widely accepted estimates of the total number of U.S. manufac¬ 
turing firms in existence today are considered, the data in Table II 
indicate that, for the industrial classifications represented, better 
than 99 percent would qualify as small business firms. While such 
estimates vary, the most frequently cited are those compiled by the 
U.S. Department of Commerce, the only Government agency which 
appears to give any consideration to the measurement of small 
business participation in exporting or in other forms of interna¬ 
tional business activity. 

According to Commerce, there are approximately 253,500 manu¬ 
facturing firms in the United States. These would belong to those 
industries represented by two-digit SIC numbers from 20 through 
39, inclusive. If agriculture, forestry, fishery, mining, and construc¬ 
tion companies are added, the total number of firms approaches 
300,000. Over 92 percent have less than 1,000 employees. Again, 
according to Commerce, only 7.5 percent (18,850 firms) do any export¬ 
ing at all, at least in their own name. The proportion of companies 
which export increases with the size of the firm. Thus, about 46 percent 
of firms with fewer than 500 employees export, while 56 percent of 
those with 500 to 999 employees, 70 percent of those with 1000 to 4999 
employees, and 94 percent of those with more than 5000 employees are 
regularly engaged in exporting. Table III illustrates this situation: 

TABLE III 

ESTIMATED DISTRIBUTION OF U.S. EXPORTING 
MANUFACTURERS BY SIZE CLASSIFICATION 

Ex¬ 
porters 

as 
percent 

Number of 
Employees 

Manufacturers 
No. % 

Non- 
Exporters 

Exporters 
No. % 

of 
total 

1-19 176,080 69.5 171,410 4,670 24.8 2.7 
20-99 58,840 23.2 51,740 7,100 37.7 12.1 

100-499 15,070 5.9 10,340 4,730 25.1 31.4 
500-999 1,620 .7 710 910 4.8 56.2 

1000-4999 1,350 .5 410 940 5.0 69.6 
5000 or more 530 .2 30 500 2.6 94.3 

Total 253,400 99.9 234,640 18,850 99.9 7.4 

Source: Twenty Second Annual Report of the Select Committee on Small Busi¬ 
ness, U.S. Senate, 92d Congress, Report No. 92-1280, Washington D.C., GPO, 
1972, p. 113. 

Export activity is correlated with, if not a function of size of the 
firm. But numbers of employees is not the only, or most relevant, 
measure of size. In fact, many very small firms in terms of numbers 
of employees are extremely successful exporters. Nevertheless, as 
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we turn to the consideration of volume of exports rather than just 
the number of exporting firms, the influence of size becomes even 
more apparent. 

For example, one of the major direct mailing services analyzes the 
universe of U.S. manufacturing firms by amount of capitalization as 
well as by numbers of employees. Table IV, below, presents a 
summary for firms generally falling into the 100 employees or less 
category.4 

TABLE IV 

SMALL U.S. MANUFACTURING ESTABLISHMENTS 
BY CAPITALIZATION 

Number of Total Estimated 
Capitalization ($000s) Establishments Capitalization* 

$200 to $500 19,000 $6,650,000,000. 
75 to 200 48,250 6,875,625,000. 
35 to 75 42,000 2,310,000,000. 

Under 35 or unrated 115,750 2,025,625,000. 

Total 225,000 $17,861,250,000. 
Average Capitalization: $79,385. 

* Calculation based on sirr iple mid-point multiplier. 

Source: 1972 Marketing Catalogue, New York: Creative Mailing Service. 

If a more logical case can be made for relating a company’s ability 
to expand into overseas markets to its capital assets than to its 
numbers of employees, then the data in Table IV, crude though the 
calculations by the writer may be, shed additional light on the 
existing situation. Again, we find a small number of very large 
corporations responsible for the vast bulk of export dollar earnings. 
The less than $18 billion of capitalization of 225,000 small 
manufacturers is only a tiny fraction of the trillions of dollars of 
fixed investment in structures and producers’ durable equipment in 
the U.S., most of it concentrated in the “Fortune 500.’’ Indeed, 
small business total fixed capitalization is less than the amount of 
such fixed investment that is laid down in any single recent year.5 

The basic question raised here is whether it is realistic to expect 
and encourage increased direct involvement in international export¬ 
ing by U.S. small businesses. Is our preoccupation with direct 
involvement of small business, per se, justified? 

No one would contend that the stronger exporting performances 
of Japan, the E.E.C., or other countries previously noted are due to 

4 Coverage of types of manufacturers encompasses Standard Industrial Classifications 
01-09, 10-17, 19-39. 

' See any issue of Survey of Current Business, Current Business Statistics, General Business 
Indicators—Quarterly Series, Tables on “National Income and Product,” U.S. Depart¬ 
ment of Commerce, SESA, Bur. of Economic Analysis, U.S. GPO, Washington, D.C. 
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the greater direct involvement of their small companies. Certainly 
not Japan, where there are only 8,801 companies involved in 
foreign trade, 5,935 of which are primarily trading companies that 
are responsible for 70 percent of all exports, leaving only 30 
percent for companies primarily engaged in manufacturing. In 
Japan, 36 trading companies are responsible for 46.5 percent of all 
exports, and for 68.3 percent of all exports by trading companies.6 

Without underestimating the value of U.S. small business in any 
way, for certainly it has been the cornerstone of strength of our 
economy, we must be realistic in our export expectations for the 
small business community. Perhaps we already obtain more direct 
involvement in overseas selling from it than does any other nation. 
Perhaps we are also trying to serve conflicting goals, namely, that of 
strengthening the small business community versus that of strength¬ 
ening our overall foreign trade performance. In any case, one can 
argue that direct involvement in overseas sales is not an essential 
ingredient for maintaining a vital small business sector in our 
economy. Indirect involvement may be equally or more productive 
and a more efficient means of achieving both goals for most small 
business companies. 

To illustrate the logic of these speculations, let us examine export 
opportunities from the point of view of the small businessman. The 
first thing he will note is that well over 50 percent of all exports are 
by large multinational firms possessing both the economies of scale 
and international production and marketing organizations required 
to compete in the burgeoning mass consumer and advanced 
technological industrial markets around the world. He will further 
note that one-half of those exports are for captive markets, i.e., the 
multinational exports to itself, its subsidiaries and its affiliates. How 
else to crack that market other than as a domestic supplier or as a 
“piggy-backer”? 

The small businessman may further examine the product compo¬ 
sition of U.S. exports and conclude that at the very best he can 
hope to participate in far less than one-half of the total, other than 
as a components supplier. The following crude analysis of 1972 
U.S. exports (Table V) illustrates this point. The total potential for 
major commodity categories has been reduced by the most conserv¬ 
ative elimination of export sales which, by their very nature, must 
be handled by very large corporate organizations. What remains 
may again be conservatively reduced by 50 percent, an estimate of 
the share of products which small companies might be able to 
export, but which they are very unlikely to be able to wrest from 
the multinationals even with the most favorable small business 
export incentive programs. 

Note that no eliminations have been made in the above compila¬ 
tion within the manufacturing sectors (SIC 6). Yet, even in this 
category, small business can anticipate great difficulty in penetrating 
such areas as road vehicle tires and batteries, household appliances, 

6 “Using Trading Companies In Exporting to jd^un,”JETRO Marketing Series Pamphlet 

No. 2, Japanese External Trade Organization, 2 Akasaka AOl-CHO, Minato-ku, Tokyo. 
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TABLE V 

ANALYSIS OF EXPORTS-1972 

(Millions of Dollars) 

(1) (2) (3) . 
Non-feasible 

(4) 

Major Commodities Total for Feasible for 
SIC Categories Exports Small Business Small Business 

0 Food & Live Animals $5,665.3 $3,022.1 $2,643.2 
1 Beverages & Tobacco 908.3 639.4 268.9 
2 Crude Materials, inedible 5,029.2 2,518.4 2,510.8 
3 Mineral Fuels, Lubricants 1,553.8 1,322.1 231.7 
4 Oils & Fats, Animal & 

Vegetable 507.2 197.2 310.0 
5 Chemicals 4,133.7 1,729.1 2,404.6 
6 Manufactured Goods 4,904.0 0 4,904.0 
7 Machinery & Transport 

Equipment 21,422.2 9,707.5 11,714.7 
8 Misc. Manufactured 

Articles 3,190.0 0 3,190.0 
9 Commodities/Transactions, 

NED 1,562.6 632.6 930.4 

Total $48,876.3 $19,768.0 $29,108.3 

Less 50% Multinational Share = $14,554.1 

Sales too complex for average small business: 
0 Grains & Animal Feeds 
1 Raw Tobacco 
2 Raw Cotton, Soybeans, Metal Ores 
3 Coal, Gasoline, Fuel Oils, Natural Gas 
4 Raw Animal Oils & Fats 
5 Organic & Inorganic Chemicals, Mineral Tars, Crude Chemicals from 

oil. 
7 Power Generators, Agricultural, Electronic Computers, Internal Com¬ 

bustion engines: RR, motor vehicles & aircraft. 
9 Arms of War 

Source: Calculated from Survey of Current Business, op. cit., and U.S. Com¬ 
merce Dept. Publication FT 410-72-12, Exports—Commodity by Country, 
Schedule B: Commodity Quantity and Value Current and Cumulative, U.S. 
GPO, Washington, D.C. 

photographic equipment, soaps and detergents, beverages and 
prepared foods, just to mention a few product categories in which 
the largest, most efficient producers are themselves pressed to stand 
up to international competition. 

Certain trends in the composition of the U.S.’s exchange of 
products with the rest of the world, while in some respects 
favorable to small business, may not always be so. One such trend 
noted in the Peterson Report 7 finds our exports tending toward 
technologically intensive industries. In 1970, all of the favorable 
trade balances were experienced by such industries, motor vehicles 

7 Peter G. Peterson, The U.S. in the Changing World Economy, Vol. 11, Background Material, 

Washington, D.C.: GPO. See Chart 22, accompanying discussion on p. 16 of the above 
work. 
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and telecommunications apparatus being the only exceptions. By 
contrast, we experienced negative balances in such less technologi¬ 
cally intensive manufactured product fields as fabrics and clothing, 
footwear, paper manufactures, iron and steel, nonferrous metals, 
furniture, and wood manufactures. Partially confirming this trend 
are recent unpublished findings of a foreign trade econometric 
model developed by the Trade Research & Analysis Section in the 
Port Authority of New York and New Jersey. That model forecasts 
that the role of mass-produced manufactured items in U.S. exports 
will diminish in importance in the next two decades while our 
strength will increasingly lie in semi-manufactures and raw mate¬ 
rials. While there is undoubtedly a large potential role for small 
business in semi-manufactures and in raw materials, the extent to 
which small business can enjoy direct responsibility for their 
exportation as opposed to selling them to other domestic exporters 
is problematic. And, indeed, what difference does it make from the 
point of view of either our trade balance or the welfare of the U.S. 
small business community? 

Thus, according to this conservative appraisal, U.S. small busi¬ 
nesses may be able to participate competitively in something less 
than 30 percent of the total U.S. export potential through direct 
and indirect channels. However, the choice between direct and 
indirect export channels is not simply an arbitrary one. Indirect 
export channels include sales through Export Management Compa¬ 
nies (EMCs) and Export Brokers or Agents, but do not include sales 
of supplies, materials and components to domestic producer- 
exporters. 

These indirect channels frequently provide essential proving 
grounds for eventual direct exporting, licensing, and joint ventur¬ 
ing by growth oriented smaller businesses. The EMCs are, however, 
highly selective in the choice of products and brands that they will 
handle. The significance of this fact for vast numbers of small 
businessmen is that their realistic export market potential, as 
delimited above, is once again stratified between the “whole kernel,” 
which is aggressively exploited by an insufficient number of 
competent EMCs and Cooperative Marketing (piggy-backers) multi¬ 
national companies, on the one hand, and the “chaff’ on the other 
hand, represented by products of little interest to the indirect 
channel captains. This market of small business principals and EMC 
clients, 90 percent of whom take title to the products they handle, is 
very definitely a “buyer’s market.” 

In quantitative terms, according to a reliable Federation of Export 
Management Company’s authority, it is estimated that 1,000 EMCs 
in the U.S. are the responsible agency for approximately a $4 billion 
share of total exports, which is more than a quarter of the $14.5 
billion calculated to be the maximum potential available to U.S. 
small businesses. The EMCs, furthermore, tend to take their 
quarter “off the top”; that is, they handle products of superior 
technological or design quality, which are usually new or unique as 
well as highly marketable. 
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Thus realistically, the potential market available to the small 
direct exporter is less in amount and narrower in composition than 
it is usually conceived to be. 

The Opportunities For Expansion 

For assistance in identifying and taking advantage of the oppor¬ 
tunities for export expansion there are the Federal and state 
Departments of Commerce; the various Federal procurement pro¬ 
grams; the U.S. Department of State, its Agency for International 
Development, and the latter’s off-shoot, the Overseas Private 
Investment Corporation; the Export-Import Bank, international 
departments of commercial banks, international factors, and the 
Foreign Credit Insurance Association; the Small Business Adminis¬ 
tration,8 its SCORE and ACE programs, and its assistance efforts 
offered in collaboration with the Department of Commerce on a 
nation-wide scale; the National and Regional Export Expansion 
Councils, international Chambers of Commerce, World Trade 
Clubs, member organizations of the World Trade Centers Associa¬ 
tion; and the international business training and educational 
programs offered by most university Schools of Business Adminis¬ 
tration. There are also the practical training and assistance pro¬ 
grams such as that provided by the Partners-in-Trade Program of 
the World Trade Institute at the World Trade Center of the Port 
Authority of New York and New Jersey,9 the Summer Programs in 
International Management of the International Marketing Institute 
in Cambridge, Massachusetts, and the numerous ad hoc seminars 
offered by sundry management and trade associations, conference 
committees, professional societies and institutes. 

Space limitations do not allow for further elaboration of services 
provided by the above public service organizations; and indeed, the 
list itself is far from exhaustive. Such information is as near at hand 
as anyone’s telephone. The critical factor is the motivation to pick 
up the phone. 

The Global Marketing effort of the U.S. Department of Com¬ 
merce has initiated an exhaustive benchmark and triannual up- 

8 Basic reading for any neophyte to the international marketing scene is the book, 

Export Marketing for Smaller Firms, 3rd edition, Office of Management Assistance, SBA, 
U.S. GPO, Washington, D.C., 1971. The book outlines the sequence of steps necessary 
to determine whether and how to sell in foreign markets. It describes the problems 
facing smaller firms engaged in, or seeking to enter, foreign trade and the many types 
of assistance available to help them cope with these problems. The study also provides 
a step-by-step guide to researching foreign marketing opportunities. 

9 “Partners-in-Trade” is a year-long program involving a series of workshops organized 
in a logical sequence of the learning experiences required for successful marketing 
abroad in which the primary source of expertise is that of several multinational manufac¬ 
turing companies and international banks. Informational and consultative services are 
included. The program is co-sponsored by the NAM and enjoys the formal cooperation 
of the U.S. and N.Y. State Departments of Commerce, EXIM-Bank, A.I.D., the SBA, 
and several universities. Participation fees are modest and apply to the subscriber com¬ 
panies rather than to individuals. The central idea is to provide relevant learning experi¬ 
ences to companies while they are in the process of actually getting involved, or expanding 
their involvement, in international marketing operations. 
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dating survey program for twenty-one rigorously selected “most 
promising” U.S. export industry segments, each of which provides 
at least some scope for the growth-oriented smaller business firm. 
The main segment headings and the numbers of Standard Interna¬ 
tional Trade Classification (SITC) sub-divisions at the 7-digit 
product identification level are shown in Table VI: 

TABLE VI 

GLOBAL MARKETING TARGET INDUSTRY SEGMENTS 

SITC 
7-digit 

Product 
Description of Segments Sub-divisions 

1. Computers and Related Equipment & Accessories 15 
2. Electronic Components 10 
3. Environmental Control Instrumentation & Equipment 24 
4. Regulating & Controlling Instrumentation & Equipment 27 
5. Equipment & Test Instrumentation for Production of Electric 

& Electronic Equipment. 9 
6. Metal Working & Finishing Machinery & Equipment 26 
7. Communications Equipment 6 
8. Business Equipment and Systems 16 
9. Fluid Power & Transmission Equipment 9 

10. Health-Care Industries Instrumentation & Equipment 6 
11. Physical Characteristics Analytical & Laboratory Instru¬ 

mentation 15 
12. Food Products Industries & Packaging Equipment 18 
13. Materials Handling Equipment 13 
14. Printing and Related Equipment 6 
15. Earthmoving and Mining Machinery 10 
16. Textile Machinery 14 
17. Aircraft Accessories & Equipment 6 
18. Agricultural Equipment 12 
19. Selected Industrial Materials (Plastics, refractory, and vari¬ 

ous alloys, e.g., magnesium, tantalium, thallium, etc.) 9 
20. Chemical Processing Equipment 9 
21. Electricity Generating & Switching Equipment 6 

Total Product Sub-Division 266 

Source: Office of International Trade Promotion, U.S. Department of Com¬ 
merce—Unpublished. 

The industry segments identified in the Department of Com¬ 
merce’s Global Marketing Program are, by and large, technology 
intensive, and their selection is oriented to the exploitation of the 
developed industrialized markets of the world, but sometimes 
including highly urbanized centers in the Less Developed Countries 
(LDCs). 

The opportunities in the LDCs are the sphere of interest of the 
Agency for International Development, the Overseas Private Invest¬ 
ment Corporation, the International Development Association of 
the World Bank, a host of specialized agencies of the United 
Nations Organization such as UNIDO, UNCTAD, ILO, FAO, and 
the International Trade Center of the GATT. 
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In short, there is as much, or possibly even more assistance and 
guidance available to the smaller business firm for exploitation of 
the world’s less developed markets than there is for the developed. 
Indeed, a very strong case can be made that, because the scale of 
markets and business operations are frequently smaller in the LDCs, 
and therefore sometimes of less interest to the giant multinationals, 
that smallness and its concomitant feature, greater flexibility, work 
to the advantage of smaller firms doing business in the LDCs. 

The Promotion of Small Business 

International Involvement 

The above stress on growth oriented small businesses has been 
intentional because managerial motivation is critical to successful 
international market expansion. The key motivational ingredients 
for foreign sales expansion may be noneconomic as well as 
economic, and may include management’s desire for adventure, 
excitement, and being a part of the modern cosmopolitan world. 
The reasons commonly given for failure to export, however, usually 
stress economic considerations. In the writer’s opinion, such reasons 
are often only rationalizations or excuses. 

For example, in a survey of managerial attitudes of non-exporters 
toward exporting, conducted by the Opinion Research Corporation 
of Princeton, New Jersey, the following results were obtained: 

TABLE VII 

ATTITUDES OF NON-EXPORTERS 
TOWARD EXPORTING 

Reasons 

—Our products would be too expensive for overseas 
markets. 

—We are too busy with our domestic business. 
—We don’t really know how to find potential overseas 

markets for our products. 
—We are too small. 
—We can’t be sure we’ll get paid—or at least we’ll have 

to wait a long time. 
—Overseas agents would not be readily available to 

handle our products. 
—The necessary services needed to export such as li¬ 

censing, shipping, documentation, etc., are not 
readily available. 

Have Have no 
Export Export 

Experience Experience 
<%) <%) 

70 44 

40 38 

35 30 
26 30 

24 22 

18 22 

16 21 

Source: 22nd Annual Report of the Select Committee on Small Business, 
U.S. Senate, No. 92-1280: op, cit., p. 113. 
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The only very significant difference between ex-exporters and 
non-exporters was the much higher proportion of the former who 
found they were uncompetitive, compared with those non-exporters 
who simply feared that they would be uncompetitive. Were the 
former trying to sell “chaff’? Is closing down the business a normal 
way to react in an overly competitive situation? Clearly, such would 
be the response only of a business lacking any serious commitment 
to serving a particular market, one whose approach is non-growth 
oriented, and whose objective may be simply disposal of a surplus 
item rather than that of exploiting marketing capability, growth 
potential, and desire for new experience and challenge. In short, 
are not all such economic excuses really a reflection of a lack of 
appropriate motivation? 

On the other hand, the only legitimate economic excuse cited in 
Table VII is, “We are too busy with our domestic business,” which 
implies a rational choice between servicing foreign and domestic 
markets in favor of the latter. 

While many of the so-called barriers to small business participa¬ 
tion in international trade are more mythical than real, we would 
make a serious mistake in assuming that any and all enterprises can 
get successfully involved. As stated by the National Export Expan¬ 
sion Council’s (NEEC) Small Business Advisory Committee, compa¬ 
nies which can be influenced toward greater involvement “must 
manufacture products of superior technological or design quality, 
useful and useable in the intended market, and priced realistically 
there. They must have production capability more than enough for 
the domestic market, to satisfy the increased demand. They must 
engage in a sustained sales effort with support at all levels, recognizing 
essential differences in export sales procedures.” 10 

The differences in export procedures listed by the NEEC were:* 11 
1. No income tax incentives or tax rebates12 
2. Strange company names 
3. Differences of language 
4. No foreign contacts: “the right people to see” 
5. Unknown foreign competition 
6. Unknown foreign industrial or consumer environment for 

their products: measurements, specifications, legal questions, 
design, power sources, techniques of use, etc. 

7. No overseas sales organization 
8. Expenses of travel 
9. Doubts about collection of receivables 

10. Increased capital requirements 
11. Different money 
12. No foreign banking connections 
13. Strange documents and paper work 

10 American Foreign Trade—A National Policy, U.S. Department of Commerce. 
Washington, D.C.: U.S. GPO, 1971. p. 10 (Italics added). 

11 Ibid., p. 11. 

12 DISC legislation providing tax incentives, although perhaps inadequate, was 
implemented subsequent to the issuance of this report. 
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14. Unfamiliar overseas shipping 
15. Unfamiliar business terms (proforma, C.I.F., F.A.S., etc.) 
16. No trained personnel to handle these matters 
17. Increased fixed overhead of an export department 
18. Lack of awareness of export profits. 
In the opinion of the writer, there is not a so-called barrier or 

essential difference in international marketing that cannot be totally 
eliminated for the small business firm by recourse to the full 
services of a competent EMC or through a cooperative marketing 
agreement with a multinational corporation, and which cannot be 
reduced to manageable scale for the direct exporter through 
utilization of the informational, consultative, financial, and facilita- 
tive services available to all. 

For those who would discount the above emphasis on motivation, 
the writer suggests the reading of a short but very important survey 
report entitled “The Phantom Barriers to Export Activity” by W. C. 
Pavord and B. G. Bogart. This study stressed inquiries into why 
firms do export, how they got started, and how they got over the 
“essential differences” to become fully committed international 
marketers. Quotations from the report are revealing: 

There is nothing in the nature of a firm that would 
naturally lead to a consideration of the possibility of 
exporting, since the U.S. offers a wide and rich market 
within the fifty states alone. It takes a definite impetus to 
lead to a consideration of the export market. That 
impetus typically is the interest and personality of a key 
executive ... As the owner of one company said: “At 
first I encouraged it because it seemed tremendously 
interesting to me personally. Since it seemed so very 
complicated—rules, regulations, shipping arrangements, 
and collections—I had a very difficult time making the 
members of my staff see it as I did. Finally they did and 
enjoyed it too” . . . Extensive travel can be a powerful 
stimulus . . . One executive developed a market in 
Scotland where he likes to play golf. 

There is often an underlying motive of fun, adventure or 
excitement associated with activities involving foreign 
countries. Some individuals may see exporting as an 
opportunity for a temporary escape from the routine of 
domestic efforts and for some contact with “those far away 
places and strange sounding names” . . . All of this leads 
to an enthusiasm for exporting that was expressed by the 
owner of one firm: “It’s a big wide wonderful world . . . 
and we do belong out there with our products” . . . Some 
executives have humanitarian reasons for entering the 
foreign market. An executive may view his efforts as 
benefitting mankind if his products fight disease, alleviate 
hunger, or are helpful in some other way. This may be 
particularly true if a firm trades with the underdeveloped 
countries where similar products are not available. The 
fact that exports help the economy of the U.S. is also 
important to some executives. As one executive said: “A 
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sense of satisfaction is felt by becoming a contributor to 
the world economy as well as our domestic economy.” 13 

Lest the reader conclude that the central message of this chapter 
is: “Happiness is a do-gooding traveling exporter,” the fact is to be 
noted that the executive respondents also emphasized economic 
motives for entering into exporting. Involvement in exporting as 
part of a general effort to increase sales accounted for 29 percent 
of all economic motives. Another 37 percent of the economic 
reasons dealt with the desire to find a way to use excess plant 
capacity or to reduce dependence upon the domestic market. Five 
percent mentioned higher prices in foreign markets. And only 14 
percent cited the reason: “Only to gain profit from an unsolicited 
order.” 

Fifty-one percent of all of the responses indicated that original 
awareness of foreign opportunities came from unsolicited orders or 
the observation of competitors, while trade associations and trade 
journals accounted for 17 percent, and government information 
sources for 16 percent. Advice by associates in the firm accounted 
for 11 percent of the executives’ responses regarding original 
sources of awareness of foreign marketing opportunities. 

The following quotation is from the conclusion of the Pavord- 
Bogart report: 

The barriers that prevent a firm from entering the export 
market often lie within the executives of these firms 
rather than in the Firm’s resources or in the environment. 
The many unknowns associated with export activity in¬ 
crease the executive’s reluctance to enter the export 
market. The incentive for dealing with these unknowns is 
usually provided by noneconomic factors. The interest 
and enthusiasm of the executive for export activity are 
critical elements of the process that leads a firm into the 
export market. Most, if not all, of the apparent barriers to 
participation in the export market can be overcome by the 
application of sufficient effort and ingenuity. The prob¬ 
lems are no more difficult to deal with than those 
encountered in domestic trade. They are just of a 
different kind. This has been demonstrated by the many 
firms that have been successful in the export market.14 

The writer considers this a most Fitting and succinct statement of 
one of the central theses of this chapter. Those who would promote 
the expansion of smaller business participation in exporting and 
overseas marketing must address their efforts to the development 
and encouragement of an appropriate motivation on the part of 
otherwise qualiFied smaller business management teams. 

13 Bulletin of Business Research, Center for Business and Economic Research, The 
Ohio State University, Vol. XLVII, No. 8, August, 1972, pp. 5-7. 

14 Ibid. 
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Suggestions For Improving The 
Efforts To Expand Small Business 
Exports 

The problems dealt with in this Chapter have generated a 
number of different approaches and partial solutions. Some of 
these have been productive, some misguided, and still others are yet 
to be fully tested in the marketplace. It is appropriate in these 
concluding pages to distill the lessons we have learned and set forth 
a program of action for the future. 

Need For Greater Realism In Identifying Opportunities And A 
Consolidation Of Efforts 

Much past effort has been wasted in the misguided encourage¬ 
ment of small business export activities for which no sound 
economic basis exists. Much more effort should be expended on 
identifying realistic opportunities, and much less on promoting 
generalized small business export programs. 

Related to this point is the need for a better coordination of 
fragmentary efforts now being made in a host of Government 
agencies. Serious consideration should be given to the merits of 
consolidating many of these efforts in the U.S. Small Business 
Administration. This reorganization would eliminate the confusing 
array of assisting agencies, which itself may discourage potential 
exporters. 

A Multiple Approach 

Promoters of small business exports have often adopted dogmatic 
approaches to their task. There has been an observed tendency to 
regard small business direct and indirect exporting as superior to 
activities which supply either the domestic economy or components 
to ultimate exporters. Moreover, there has been a tendency to 
regard exporting as superior to other alternatives, such as foreign 
licensing, joint venturing, and direct investment in foreign-based 
Firms and affiliates. These “either-or” approaches are unrealistic, 
both for small business in general and for specific firms, since they 
essentially ignore established economic principles. What is needed, 
alternatively, is a pragmatic, multi-faceted approach which takes 
into account the diversity of viable alternatives and encourages their 
thorough exploration by the realistically-identified small firms. 
Encouraging firms to wed themselves to a single marketing strategy, 
for example, is to do them a disservice; assisting them in making 
transitions from single approaches to a logically determined multi¬ 
ple strategy will be of great benefit. 

Greater Emphasis On LDCs And Minority Enterprise 

Marketing to LDCs should receive more attention than it has in 
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the past, and the efficiency of assistance in this area should be 
improved. Many small businesses are discouraged from applying for 
contracts under the programs of the Agency for International 
Development by the formidable process involved. Unexploited 
opportunities in LDCs are considerable for growth-oriented small 
firms, including minority-owned enterprises, which latter have been 
relatively ignored by export promotion efforts. 

Changing The Promotion Pitch 

Too much emphasis has been placed on promoting overseas 
selling in the past and not enough on encouraging domestic small 
firms to consider establishing themselves as internationally-oriented 
enterprises in a broad sense. Selling is important, of course, but 
without a broader view of the firm’s foreign role and capability, 
including research and development, management development, 
and finance (to name only a few aspects), the firm’s performance in 
foreign markets is likely to suffer. It is not usually enough for a 
firm to approach overseas marketing as merely a problem of, or an 
opportunity for, disposing of products and utilizing excess capacity. 
This is not the approach of successful large firms, and it should not 
be encouraged among smaller enterprises. The most successful of 
the latter will tend to be those with entrepreneurial motivations and 
characteristics, and not merely those of the salesman. 

Moreover, promotion efforts should be directed toward encourag¬ 
ing and creating EMCs to a .much greater degree than in the past. 
In the present situation at least, there is a greater need for this than 
for the entry of additional manufacturers. 

Need For Research 

Research efforts have not been lacking in this field, but more and 
better statistics are needed for the purpose of identifying both 
opportunities and results. For example, the periodic Census of 
Manufacturers should henceforth be designed to provide informa¬ 
tion on overseas sales by channel of distribution, type and value of 
product, market destination, and end-use analyzed in terms of size, 
location and other pertinent characteristics of the exporting manu¬ 
facturer or trading company. Also, there is a great need for further 
research into the characteristics of successful exporting firms and 
their managers to serve as guideposts for ongoing promotion efforts 
in the small business community. 

Reform Of Export Incentive 
Programs 

There is some danger that present incentive programs, such as 
tax deferrals for Direct International Sales Corporations (DISCs) 
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and the loan and set-aside program of the Overseas Private 
Investment Corporation will become, in reality, permanent subsidy 
programs. The purpose of incentive programs should be to help the 
beneficiary become independent of the need for assistance. 

In the case of DISCs, a flat 50 percent tax deferral is available to 
all such corporations regardless of the size and need of the 
sponsoring parent company. General Motors receives the same tax 
benefit as a small firm which is just getting into the export market. 
One might suggest that this arrangement, while being administra¬ 
tively simple, may subsidize those who do not need such assistance 
while, at the same time, failing to provide enough incentive to small 
enterprises. 

The current incentive programs, and particularly the direct loan 
set-aside facility for small business established by the Overseas 
Private Investment Corporation, have not attained their maximum 
total impact. After nearly two years of existence, this latter facility 
had been extended to only one independent company directly. 
Clearly, greater efforts to identify potential clients are needed. 
Moreover, greater overall efforts appear to be required to bring 
these incentive programs to the attention of small business firms 
which possess the economic characteristics and management motiva¬ 
tion conducive to successful expansion into overseas markets. 

* 
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Small business includes a wide variety of firms active in virtually 
every industry and craft. In manufacturing, a small business is one 
employing less than 250 workers, and in air transportation all 
business units with less than 1,000 employees fall into that class. In 
other industries, either the level of investment or gross sales is the 
criterion for size classification. Irrespective of size, however, the 
firm faces the need for recruiting a work force, maintaining 
discipline so that tools and materials are used efficiently, and 
devising incentives that will bring forth an acceptable level of labor 
productivity. 

Some Similarities And Differences In 
Industrial Relations Of Small And 
Large Firms 

The problems of industrial relations facing small, medium and 
large business are to some extent similar. Size of the employing 
unit, however, makes a difference in that the labor problems of the 
small business may be simpler. The small employer is often able to 
know all, or at least many, of his employees personally. This can be 
a tremendous advantage in labor relations, since it offers the 
possibility of rapid and uncomplicated transmission of employee 
grievances before they make substantial inroads on productivity. In 
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such firms, the chief executive and decision-maker is usually highly 
visible in the plant or shop. In large scale enterprises, workers often 
feel that they are isolated from the decision-maker by layers of 
bureaucracy and red-tape, and seldom identify their interests, even 
remotely, with those of the management and owners of the firm. 

The greater identification of interests between management and 
labor in the small firm is in some cases increased by the smaller gap 
between the income and wealth of the two groups than that which 
exists in large scale enterprises. This factor should not be exagger¬ 
ated, however, since latent labor hostility can and does exist in 
many firms where the gap is quite nominal. 

The personal traits and attitudes of management will have an 
especially large impact on labor relations in small firms, a fact that 
can influence labor productivity either very positively or very 
negatively. In a real sense, this is the most crucial element 
determining whether labor relations will be smooth or stormy in the 
small enterprise. Unlike the large corporation, these characteristics 
of a small number of people, have an inordinate impact on the 
course of labor-management affairs in the small company. 

Instead of a specialized personnel department, the entire range of 
needs and problems relating to the work force in a small firm can 
be handled by the head of the firm with assistance from one or 
several supervisors.1 Decisions may be made, moreover, on an 
informal basis without the filling out of forms or the keeping of 
complex records which become necessary in larger business units. 
Hiring of new employees may be performed by either the head of 
the firm or the foreman in the department which is in need of an 
addition to the work force. Enforcement of safety rules may be 
carried out in the same manner; and the handling of workmen’s 
compensation, reviewing claims for unemployment compensation to 
employees on layoff, or who had been discharged, may be delegated 
to an office employee or handled directly by the chief executive 
officer. If the firm operates a health and welfare program, the same 
informal procedures will be followed. 

All firms face the need of recruiting employees, and the small 
business is no exception to the rule. The smaller number employed 
may mean that replacements, unless the firm has excessive turn¬ 
over, is not a continuing need. Unlike the medium-sized or larger 
firm, there is not likely to be any reason for maintaining an 
extensive file of prospective employees who have at some time 
applied for work. Recruiting is usually less formalized, and the firm 
may depend upon advertisement in local newspapers or signs at the 
gates of its premises to notify prospective applicants of the 
availability of jobs. A public employment service or a private agency 
may on occasion supply labor. The small firm also depends upon 
those already employed for bringing potential workers to its 
attention before or during the time jobs are available. The latter 

This is not necessarily an advantage, since the small firm is unable to take advantage 
of the services of labor specialists who are specifically trained to deal with personnel 
needs and problems. A small firm may neglect these matters, or not handle them 
efficiently, simply because its management is overburdened with other decisions. 
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method of recruitment has some advantages, since the employee 
who recommends an applicant vouches for his honesty and to some 
extent also for his competence and ability to work with others “on 
the team.” Consequently, time and trouble is saved, as only a limited 
check on the new employee will be necessary. 

The alleged disadvantage of hiring on recommendation from 
those on the payroll is that it can lead to the formation of cliques 
within the labor force of the firm and also to dissatisfaction on the 
part of those who are excluded. This may be especially true if the 
foremen or other supervisors are the source of new employees. On 
balance this criticism can be disregarded, as the benefits of greater 
teamwork that this method of hiring involves usually outweigh the 
negative effect of dissatisfaction on the part of a small minority of 
the labor force. 

Closely related to recruiting is the problem of turnover and 
absences. Turnover is influenced both by conditions and wages in 
the plant as compared to payment and other terms of employment 
prevalent in the industrial environment in which the plant operates. 
Some turnover is inevitable; workers will leave the firm not only out 
of dissatisfaction, but also because of departure from the area or 
for what they believe is a better job. Turnover in a small business 
often means that some task will not be performed, or will not be 
performed adequately until a full-time replacement has been hired. 
This is less of a problem in larger firms, which usually have a steady 
flow of potential replacements. The loss of one worker'out of 10, 
moreover, has a greater disruptive effect on group output than the 
loss of one worker out of 100 or 1,000. 

Turnover in the small firm can thus slow down the flow of 
materials and semi-completed units, so that the company falls 
behind in its scheduled output. Turnover involves costs, and 
employers usually seek to suppress it by eliminating the specific 
causes. Nevertheless, some firms have accepted high turnover 
rather than eliminate its causes. The cause may be internal, in that 
the productivity expectations of the firm are too high, and the 
employees resent the pressure for output that is placed upon them. 
Turnover may also be caused by the nature of the task. The firm, 
similar to others in its industry, may depend upon low-skilled labor, 
the jobs may be difficult or uninteresting, and the surroundings in 
which the jobs are carried on may be unpleasant. Under such 
circumstances, the employer might well decide that a stable labor 
force could only be purchased at too high a price; that is, the 
additional wage to achieve stability would not result in a sufficient 
increase in product or service to warrant the change. High turnover 
in a small firm may also continue because the employer has not 
adequately considered the cost of additional hiring and lost output. 

Morale 

Morale of the work force is a highly important factor in small 
business productivity. Although there are many causes of good and 
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poor morale, the level of morale is often a function of administra¬ 
tion. Good morale starts with meeting standards of pay and fringe 
benefits which exist in comparable firms, and providing reasonably 
acceptable non-monetary conditions of employment, including such 
things as adequate parking facilities, clean lunchroom space and a 
safe working environment. 

Morale is further influenced by the behavior of the supervisory 
staff, and by the way the workers regard the management. Is 
discipline fairly and uniformly applied or are there “favorites” and 
those who have to hew close to the “party” line? Needless to say, if 
there is a general feeling among the employees that management is 
fair, that good performance leads to recognition and reward, that 
discipline is fairly applied, that the supervisors are not arbitrary, 
and if rules are known and uniformly enforced, morale in the plant 
will tend to be good. 

Employee morale is also affected by factors outside the work 
place. Family situations affect the attitudes and feelings of individu¬ 
als, and these are brought into the work place. There is often not 
much that can be done to alleviate these sources of dissatisfaction, 
as their origin is not directly or indirectly related to the job. 
Nevertheless, small firms have some advantage over large employ¬ 
ers, since they have a better opportunity to know their employees’ 
personal situations and problems, and very often take a greater 
interest in these factors. But as long as such influences are not 
transmitted to others and performance on the job is not affected, 
the firm has no compelling reason to be concerned. 

A different situation exists when the cause of low morale is the 
failure of the firm to keep up with the standards of wages and 
fringe benefits in the area. Such a policy may be the result of 
failure to keep up with changes in the market in which the firm 
operates, either from lack of knowledge or as a result of a 
deliberate decision based upon inability or lack of desire to increase 
labor costs. Such a decision may thus be based upon either 
economic reasons or a willingness to risk declining morale. The firm 
may simply believe that the cost of reversing the attitude of its work 
force is too high relative to the potential returns. 

Another factor that affects morale and turnover is the changing 
age composition of the labor force. If replacements are younger, 
their attachment to the particular firm is often lower than that of 
the older employees. The younger worker may be “feeling his way” 
and not ready to make a final and permanent commitment to the 
firm. Expectations of younger workers are also higher, and, added 
to their greater restlessness, they present greater problems to 
management. Younger workers, however, have compensating ad¬ 
vantages. They are more adaptable, they are usually willing to 
experiment with different jobs, they learn faster, are more versatile, 
and have a much longer working life before them. 

Another common problem is absenteeism, which is often associ¬ 
ated with low morale, and a high rate will obviously affect output. 
Absences are attributable to illness, boredom, or dissatisfaction with 
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the job. In the latter cases, it may be possible to shift the employee 
to another job in which his tasks are more interesting or less 
objectionable, and thus eliminate or reduce this cause of absence 
from the job. If the employee does not respond to these changes, 
the enterprise will be faced with the decision of whether to 
discharge the employee or retain him under conditions he is willing 
to offer his services. Aside from loss of production, excessive 
absences place additional burdens upon the steady employee who is 
compelled to “pick up the slack” occasioned by the absence of a full 
complement of workers. In any case, excessive absences either by an 
individual worker or workers in general should provide the small 
business manager a clear signal that action must be taken. In the 
latter case, heavy absenteeism is a symptom, usually, of low morale, 
and the manager should take steps to discover the exact cause or 
causes. Quite often, the latter involves factors that can be changed 
at far less cost than the cost of absenteeism itself. 

Once an enterprise exceeds a given size, and the specific point is 
to some extent dependent upon the quality of the management, it 
might find it more economical to allocate to a special department all 
questions that affect the administration of labor. This department 
may consist of one person and a secretary, or several, each of which 
is responsible for a specific or a related set of issues, and who are 
responsible to the head of the department. 

Unionization And Collective 
Bargaining 

Neither size nor technology nor any other circumstance removes 
the employer from the necessity of arranging his labor force so that 
it operates effectively. However, in addition to constraints which are 
placed upon the employer by the markets in which he purchases his 
labor and other resources, many employers also operate their plants 
under a union agreement. Many small businesses, although not the 
majority, deal with some kind of labor organization with which they 
jointly set the terms of employment. 

Employers, especially those in the small business group, are likely 
to be seriously concerned when the union organizer approaches 
their firms. A desire to escape from collective bargaining and the 
union contract is understandable, but the belief that the presence of 
the union in the plant will make efficient operation impossible can 
rightfully be regarded as an irrational fear. While existence of a 
union in a plant may present some problems, it should be 
recognized that small businesses have dealt with organized labor on 
an individual basis or through associations for almost a century. 
Collective bargaining has been in existence in such predominantly 
small business industries as the clothing trades since 1910, and the 
building trades for two decades longer. 
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Employer Rights And Responsibilities 

An employer facing a union organization campaign must, by law, 
avoid promises or threats to his employees contingent upon their 
joining or not joining a labor organization. Employers are allowed 
to explain the reasons for rejecting a union, but they cannot use 
threats of discharge or a shift of the plant to another area; nor can 
they promise to introduce changes as inducements to vote against 
the union in an election conducted to determine the wishes of the 
employees in the bargaining unit. It is the policy of the United 
States Government to protect the right of employees to choose 
freely their representative for purposes of collective bargaining. If 
the employer questions the right of the union to represent his 
employees, the National Labor Relations Board is authorized to 
determine the desires of the employees through a secret bargaining 
election, providing the employer is subject to the Federal statute. 

Once the union is on the horizon, the employer who has not dealt 
with this problem is likely to become deeply concerned with the 
campaign. He can refuse to take any steps beyond informing his 
employees of his views on the situation. Many employers seek the 
aid of lawyers or labor consultants, some of whom are ready to fight 
the union to the last dollar of the client’s money. A small employer 
confronted with the imminence of a union organizing campaign 
might generally find better guidance from similar employers who 
have dealt with labor organizations, preferably those who deal with 
the union seeking to win bargaining rights at his plant. He might 
additionally choose an attorney to advise him of his rights and 
obligations under the law. There are available, in most medium and 
large communities, lawyers who represent employers in labor 
matters. It is in the interest of the employer, if he is convinced that 
a substantial number of his workers want to have a union represent 
them, that he avoid engaging attorneys with reputations as anti¬ 
union or union fighters. These latter may indeed be able to delay 
recognition of the union, or through delaying strategems, erode the 
union majority so that it cannot win the bargaining election. 
Nevertheless, for the small employer such a result is likely to be a 
Pyrrhic victory, as these lengthy campaigns are both expensive and 
harmful to employee morale. They are likely to cause serious 
divisions within the work force, with unionists aligned against the 
anti-unionist. The lawyer’s bill is also likely to be more than a 
widow’s mite. In many instances, moreover, the effort to prevent 
the union from gaining bargaining rights will ultimately fail. 

Probability Of Unionization 

The probability of unionization is not equal among all firms. 
Small businesses operate in industries which are almost completely 
organized, but also in those in which only a small minority of the 
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employed have affiliated with labor organizations. The degree of 
probability of unionization is, to some extent, influenced by the 
history of the industry in which a firm operates, the product or the 
service produced, and the union-management environment in the 
area in which the small employer is located. Both the nature of the 
industry and the firm’s location are of prime importance in 
estimating the probability that a particular firm will be unionized. It 
is much more likely that a clothing manufacturer starting in New 
York or Chicago will be unionized than a competitor launching his 
business in Georgia or South Carolina. However, the probability of 
unionization is not equal for all firms in a given locale. There is, for 
example, a much greater probability that a New York City 
construction worker will be a member of a union than an employee 
in the bank and real estate offices of the same city. The propensity 
for joining a union is influenced by location and the particular 
industry in which the firm is operating. Notwithstanding, non-union 
firms exist in highly unionized communities, and strong unions can 
be found in firms in the Southern and Southwestern states which 
have a lower than average degree of unionization in the overall 
labor force. Hundreds of thousands of unorganized workers live in 
the New York City, Chicago, Detroit and Los Angeles areas which 
are centers of union power, and several million unionists are 
employed in the South and the Southwest. One can only note that 
the employer operating in an industry with a long history of 
unionization, or in a region in which the level of union membership 
is high, is more likely to become a target for a unionization 
campaign than those in industries and areas with lower levels of 
unionization. 

The Union Agreement 

A concern of many employers who face an organization campaign 
is the kind of contract the union is likely to seek. Will the union try 
to impose a contract which is common in the industry, practice 
pattern bargaining, or take into consideration the needs and the 
position of the newly organized firm? A union does not aim to drive 
the employer out of business or to reduce the number of workers 
on his payroll. The minimum result of such a policy would be the 
loss of bargaining rights and the resignation of most of the 
unemployed members from the union. Consequently, the union 
will, if possible, try to bend its policy to allow the employer 
operating at a competitive disadvantage to survive. There are, 
however, unions—the United Mine Workers of America, for exam¬ 
ple—which insist that the standard contract must be accepted by all 
operators who deal with the union. The same rule is followed by 
the unions in the building construction industry, whose agreements 
are generally negotiated on a local basis. The principle of the 
standard rate which has been followed by many unions from the time 
they first appeared on the industrial horizon, has been noted both 



in England and in the United States. The aim of the standard rate 
is to eliminate or to reduce the effect of wages and other labor- 
connected expenditures as a competitive factor between firms in a 
particular market. 

While unions prefer to operate under agreements which impose 
the same terms upon each firm in an industry, there are a sufficient 
number of exceptions to indicate that this is not a hard and fast 
rule. Nevertheless, concern by the union that the concessions made 
to one firm will be demanded by others with the result that the 
contract terms are undermined, is ever present. Moreover, if a 
concession means a reduction in pay or some other benefit, the 
opposition of the affected members must be considered. If members 
can be convinced that a concession is not likely to lead to requests 
for adjustments by other businesses, the union is likely to grant it if 
the alternative is a serious loss of jobs. 

Employers in small businesses generally have found that they can 
live with a union, even though most prefer to go it alone. The 
employer can resist union organization within the framework of the 
law until the organization is certified as the bargaining agent for all 
or groups of his employees. At that point, much depends on the 
spirit with which the parties approach their new relationship. If 
both try to make the agreement work, the probabilities of success 
are enhanced. 

A union agreement often will compel the employer to schedule 
his work more carefully and follow prescribed rules in matters that 
affect the work force. In some instances, these changes will improve 
morale and actually lead to a more efficient scheduling of work. An 
example is the contract requirement that, should an employee 
appear at the beginning of his shift for his customary work, and is 
sent home for lack of orders or some other reason, he will receive a 
stipulated number of hours pay for the trouble and expense of 
coming to his job. Usually the penalty is not enforced if the inability 
to work is due to an act of God or some unforeseen circumstance. 
Such a clause compels the firm to notify the employees at least a 
shift in advance that no work will be available on the particular 
shift. In that way the worker does not undergo the expense and 
trouble of preparing and going to work. If the employer wishes to 
gamble on the arrival of material needed or some other change, he 
will pay the amount stipulated in the contract if his gamble fails. As 
long as no penalty was attached to failure to provide work, some 
employers were willing to allow their employees to come on the job 
even when they knew that there was a reasonable probability that 
no work would be available. The burden then fell on the employee. 
Under the union agreement, such a clause protects both the 
employer and the employee if either is the victim of events beyond 
his control, and this improves morale. 
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Bargaining Procedures 

Bargaining with a union is conducted by many small firms 
directly with the representative organization. There are many 
situations, however, in which small businesses find it more advanta¬ 
geous to delegate the negotiating of the agreement to an employers’ 
association of firms in the industry. Such a system exists in the 
clothing and building construction trades, in local and over-the-road 
trucking, and in a large number of other industries. This method of 
negotiating is often advantageous, for it allows a group of employ¬ 
ers to mobilize a greater amount of bargaining resources and talent 
than the single firm could muster. It also eliminates the possibility 
that the union will play one employer against another and thereby 
gain a bargaining advantage. On the other hand, the employer 
transfers the power of making the agreement to the association, 
which may not be aware of or even concerned with his special 
problems. Compromises may be made at the negotiating table which 
might not have been accepted if the individual employer were 
bargaining alone. 

Association bargaining sometimes gives a committee the power to 
conclude the agreement for the individual members, or such 
arrangements may require approval by a majority of the members 
of the association before it becomes effective. One variation allows 
the individual member to decide on the acceptance of the agree¬ 
ment or its rejection. Some associations limit themselves to negotiat¬ 
ing of contracts, while others carry on a greater range of labor 
activities, including the provision of non-labor services to individual 
members. In the simpler type of association, once the task of 
negotiating the contract has been completed, the employer must 
fend for himself with respect to his industrial relations needs. The 
association does not provide him with assistance or information on a 
regular basis. The other type might be regarded as a “full service” 
association. The employer is kept informed of changes in the labor 
market, the laws that govern his operations, and in some cases 
marketing and technical information concerning changes and devel¬ 
opments in the industry. The association can also, if authorized, 
handle certain kinds of disputes under the contract and assist with 
arbitration of unsettled grievances. 

An employer should become familiar with the kind of union 
which is representing his employees. Unions are not secret organi¬ 
zations and much of their activity is a matter of public knowledge. 
Usually the organization, if the local is an affiliate of a national or 
international organization, will publish a journal. Local unions, if 
they are large, often issue a regular newspaper. These periodicals 
accept subscriptions, and the employer can generally obtain a 
complimentary copy if he does not choose to enrich the organiza¬ 
tion. The value of reading the union’s journal is considerable; it 
will, especially if it is a local sheet, discuss the grievances, 
frustrations, complaints and expectations of the work force. Some 
of this information may not be valid, and may be inspired by 
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chronic complainers, but it invariably provides some insight into the 
sentiments of the employees, which allows for the introduction of 
remedial measures when those complaints are bona fide. 

One of the more important tasks periodically facing the unionized 
employer is the renewing of the terms of the agreement. The terms 
that are presented to the employer will reflect discussions by the 
union membership of proposals that are presented to the business 
meeting of the organization. If approved, they will be presented to 
a delegate body, if the bargaining unit includes members of more 
than one local union, and to the employer or to his bargaining 
association. At this point, the employer group may have demands of 
its own. Depending on the character of demands and the relations 
between the parties, negotiating meetings may be few or many. 
Bargaining may be spread over a lengthy period in which little 
progress is made, with lengthy bargaining sessions as the deadline, 
the date of the expiration of the contract, approaches. 

An agreement by the negotiators is often merely the first step 
toward a final contract, as it may require ratification by the 
members of the union and less frequently, by the employer 
association where the latter is the negotiating agent. The employer 
negotiators must be aware, in those instances where membership 
approval is required, that the union negotiators are not completely 
free to consummate a contract in which certain membership 
proposals have been excluded, and in which others, which the 
members oppose, have been accepted by the negotiators. Such a 
contract may be rejected by the members and the negotiations will 
have to be resumed. Even where the union negotiators have full 
power, in that the membership does not vote on acceptance of the 
contract, the bargaining committee which accepts unpopular pro¬ 
posals will not be re-elected. In addition, imposing unpopular 
proposals upon a work force is likely to have an adverse effect on 
employee morale and in some instances lead to wildcat strikes. A 
contract must take into account the expectations of the members, 
and while the employer cannot meet every demand for improve¬ 
ment sought by his work force, to be acceptable the contract must 
take cognizance of the power of the members to reject it and to 
impede the introduction of terms regarded as objectionable. 

Systems of industrial relations under which small businesses 
operate are not uniform, and are influenced by the technology and 
the problems and needs which characterize various industries. 
Businesses which provide fairly steady employment will generally be 
asked to establish seniority systems, which are generally absent in 
firms operating in the seasonal industries, such as construction and 
clothing manufactures. Irrespective of the industry in which the 
firm operates, however, negotiation of a contract with a union will 
mean the establishment of a set of rules governing many of the 
conditions that affect the employees. To some extent, the rules will 
codify current practice, and they will include the schedule of wages, 
a time or incentive payment system, shift differentials (if more than 
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one shift is being worked), overtime rates, and other compensation 
if the latter is paid. 

In addition, the contract will describe the scheduled hours of 
work, and, in some contracts, the manner in which overtime is to be 
computed and distributed among the work force. The contract may 
also deal with transfers between departments and non-supervisory 
promotions. Paid holidays will be specified, and the conditions 
under which employees will be entitled to receive them will be 
clearly indicated. Many other conditions under which work is 
carried on will be specified in the contract. For example, the first 
contracts in the New York City garment trades prescribed the steps 
to be taken by the firm to improve the sanitary conditions of the 
shops, and both safety measures and the regulation of the speed of 
the assembly line have been sought in many other union contracts. 
Demands for work rules are generally made in response to some 
specific situation existing at the place of work; thus, considerable 
variation will be found in union contracts with regard to these 
matters. 

Union rules may also affect the tools and equipment that can be 
used in the firm. Such rules are in effect in many small businesses 
which employ a large component of skilled workers. Unions of 
skilled craftsmen have historically regulated many technical aspects 
of their work. In some instances technical methods which would be 
labor-saving were prohibited on unionized jobs. The building and 
the printing trades have been areas in which these rules have 
especially flourished. Eventually, however, the unions in these 
occupations found the pressure for adopting the more efficient 
methods irresistible, for the alternative, in some instances, was that 
the employer sought to operate outside of the union’s control. Past 
examples of restrictive policies include the opposition of the 
painters to spray-painting and the printers to the re-use of type 
which had been set in a previous job. Originally introduced with 
encouragement from the local printing employers, the latter became 
a source of continual dispute between the employer and the unions. 
Both the painters and the printers unions have had to give up the 
prohibitions of these practices. However, the printers are still 
resisting the introduction of automatic and electronic devices in 
some communities on the ground that they will adversely affect 
jobs. 

In spite of union opposition and reluctance, the construction 
industry has introduced many changes in the last two decades. 
Much of the work formerly performed on site is now being done in 
material yards and factories. Precut and prefabricated parts are in 
widespread use on union jobs, and the resistance to technological 
change has been seriously weakened. It is still necessary to negotiate 
changes with the unions, but the resistance to change is not likely to 
be as pervasive or strong as it formerly was. 

Outside of the industries in which the artisan crafts are still 
employed, the employer generally retains the right to introduce 
whatever changes in operations he believes are necessary and 
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available. In fact, the management clauses, which are often part of 
the contract, usually lodge the authority to determine the methods 
to be used with the employer. Nevertheless, changes which affect 
the work force may have to be discussed with the union. Technical 
changes that mean reduction in staff should be explained, so the 
need for their introduction is apparent. In an industry where 
employers unilaterally determine the methods used, it is unwise for 
a local union to oppose technological change generally available in 
the industry, since this will put the employer at a competitive 
disadvantage, cause him to lose business, and ultimately force him 
to reduce his employment of labor. There is no permanent way by 
which the union can protect the jobs of its members through 
impeding technical change in the long run. 

Seniority is widely established in unionized industries, except 
those that are subject to significant seasonal changes. Employers 
have often criticized the use of the seniority system for determining 
layoffs and non-supervisory promotions as one which deprives them 
of the opportunity to retain workers with the highest skill. Seniority 
clauses, however, usually contain a provision that the employee who 
is retained must be able to perform efficiently. The insistence upon 
seniority by many unions is based on the observation that workers 
have not always been retained on the basis of skill, experience, or 
qualities that are related to the job. Personal favoritism, shop 
politics, and nepotism have frequently influenced layoffs. Moreover, 
allowing the employer exclusive control over layoffs, without other 
criteria, would mean that the union activist in the shop could be 
victimized by being the first candidate for layoff whenever the work 
force had to be reduced. 

Seniority may be administered on a departmental or plantwide 
basis, and its thrust is to regulate the method by which employees 
are laid off in times of slack demand, and recalled when the 
employer decides to expand his employment. The worker who is 
retained on the job must be capable of performing his task, and 
stability and reliability are industrial virtues which should be 
rewarded by greater security. One of the main tasks of a labor 
organization is the elimination of arbitrary decisions and the setting 
up of a code of rules to govern the work place. Seniority is 
preferred by unions because it is an impersonal method of selecting 
those who are to be laid off and those who are to be retained, and 
thereby eliminates favoritism and other abuses which influence 
these decisions. The employer is protected by the requirement that 
those who remain at work must be qualified to perform their 
assigned jobs efficiently. 

Grievance Procedures And 
Arbitration 

A small business operating under a union agreement faces the 
same problems of discipline as found in non-union firms. Under 
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the union agreement, however, workers usually have the right to 
question and appeal any penalty that has been imposed upon them. 
The establishment of a grievance procedure is one of the major 
achievements of labor-management relations in the United States. 
Those firms which do not negotiate with a labor union are 
obviously not required to set up this kind of arrangement, although 
some review dismissals and allow for appeal of other penalties. 
Small firms can carry out such a program on an informal basis, and 
the establishment of a review and appeal system can have a very 
favorable effect on morale and productivity. 

Under a labor-management grievance procedure, the employee 
involved is usually required to take the matter up with his own 
foreman. Grievance procedures are not limited to questions of 
discipline and generally include any issue which affect the em¬ 
ployee. The latter may involve a rate to be paid for a particular job 
if an incentive pay system is in effect, the distribution of overtime, 
transfer, promotion, the conditions surrounding the particular job, 
and situations regarded by the aggrieved to be a violation of the 
contract or the customs of the work place. Should the plea of the 
employee be rejected by the foreman, agreements usually prescribe 
appeals to officials of the plant and the union who will try to find a 
solution to the complaint. If the parties fail to agree at the final 
stage of appeal, the contract generally allows for submitting the 
issue to arbitration. 

Arbitration of unsettled labor disputes has greatly increased since 
the enactment of the National Labor Relations Act in 1935. Small 
businesses which manage their industrial relations informally will 
usually retain an attorney to represent them at these hearings. 
Quite a number, however, prefer to represent themselves at such 
proceedings, without an attorney, and the informality of such 
hearings often makes it possible for a personnel man or the 
superintendent of the plant and other supervisors to handle the 
matter. It has been held by the United States Supreme Court that 
an issue must be placed before an arbitrator if a contract has an 
arbitration clause and the question in dispute has not been 
specifically excluded. Otherwise the proceedings are informal and 
do not involve legal principles. As a matter of fact, the heads of the 
department are more likely to know more about the question at 
issue than an attorney. However, some businessmen feel more 
comfortable having a lawyer represent them in situations involving 
argument, dialectics and evidence. 

Arbitrators are chosen by agreement of the parties, and the 
arbitrator’s power is limited to the submission. 

A decision of the arbitrator, unless he has exceeded the power 
granted to him by the parties, or has been improperly influenced by 
one of the parties, must be accepted. The courts will enforce such 
decisions unless they are flagrantly in conflict with the weight of 
evidence. 

It should be noted that relatively few grievances end up in 
arbitration; most of them are settled at earlier stages in the 
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grievance procedure. In small businesses, most grievances can be 
settled on an informal basis. Moreover, as a result of easier labor 
relations which generally prevail in smaller firms, grievances may 
not arise as readily, and those that do are more often than not 
capable of satisfactory settlement without recourse to costly and 
formalized arbitration. This is certainly in the interest of both 
employers and employees, since the cost of arbitration is shared by 
both the firm and the union. 

Industrial Relations And Government 

Industrial relations today encompasses more than simply dealing 
with employees and their organizations. Small businesses are 
frequently subject to state and Federal minimum wage legislation 
which set by statute the minimum amount that can be paid to those 
covered. As a consequence, the employer must deal with both state 
and Federal authorities who interpret these laws which affect his 
employment of labor. These laws have been enacted to assure those 
with low skills and weak bargaining positions a minimum wage rate 
sufficient to supply the basic goods and services. Economists and 
businessmen have attacked such legislation on the ground that the 
minimum wage leads to unemployment, since employers have an 
incentive for discharging all those whose contributions to the 
product or service is below the statutory wage rate. Reiterated over 
time, this argument against minimum wage legislation has not 
influenced its supporters, who are unimpressed by the analysis. 

As a result of the high unemployment rate among young people 
in the age group between 16 and 22 years, it has been recently 
suggested that Congress should specify two minimum wage rates, 
one to govern those in the age group of 16 to 22 (or 16 to 20), who 
are likely to be new entrants to the labor market without experience 
or skills, and a second and higher minimum wage to cover those in 
the older age group. It is doubtful that this proposal is the answer 
to the unemployment of thousands of young people. This proposal 
has been hatched by theoreticians who have little contact with labor 
market realities. A spot check over the telephone by a highly 
experienced and knowledgeable student of labor markets brought 
derisive laughter from several dozen personnel managers in the 
New England area, who told the interviewer that they could not get 
younger applicants at the existing minimum wage, which is general 
in its application. It takes two to tango—supply and demand. The 
sponsors of this proposal have discovered that employers will hire 
more younger people at a lower wage, which may be true; what 
they have neglected to consider is the supply of labor at the lower 
minimum wage, which is at best a very doubtful quantity. Some of 
the reluctance has been attributed to the existence of government 
youth programs. These are being cut back and stricter requirements 
are being imposed for eligibility for welfare. Whether the curtail¬ 
ment and stricter eligibility standards for welfare will bring addi- 
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tional young people into the labor market remains to be seen. So 
far it has not had much effect on labor supply. 

Small businesses are also subject to Federal civil rights legislation, 
and in some industries which are dominated by small business— 
building construction for example—discrimination against minori¬ 
ties by unions has kept black workers out of some of the trades. 
Changes in apprenticeship programs and in union admission 
policies, compelled by law, have changed the situation with respect 
to minorities in some trades, and progress toward more equal 
opportunity has been made in virtually all of them. 

Many small businesses are now subject to the Federal safety laws. 
There is still too little experience with the administration of the 
statute to permit broad generalizations concerning its effect on 
small firms. The entry of the Federal Government into the area of 
industrial safety was due to the failure to provide adequate 
protection by a number of states. Complaints from small business 
concerning the Health and Occupational Act of 1970, as the law is 
called, have emphasized the high costs of compliance. This is a 
standard reaction to new legislation, and it will take additional time 
to judge the merits of these contentions. Even if the charges were 
true, however, they would apply to very few of the total number of 
small businesses. It is an accepted fact, moreover, that small 
businesses are not inevitably the ones with the lowest level of 
industrial accidents. 

Finally, industrial relations are influenced by state laws governing 
compensation for industrial injuries, unemployment compensation, 
the employment of women and minors, industrial safety, wage 
collection, and a variety of others. 

A reader might gain the impression that a small business is 
hemmed in by both governmental regulations and union rules. 
These are indeed many and affect many of the firm’s activities. 
Literally millions of small business firms have adjusted to these 
constraints on management prerogatives and have prospered. Many 
others, nevertheless, have been unwilling or unable to adjust to such 
constraints and have ceased operations. Overall, the evidence of 
considerable strength in the small business sector would appear to 
indicate that such rules and regulations are not a substantial 
deterrent to the existence of smaller enterprises. Nevertheless, there 
is a continuing need for a dispassionate assessment of the costs and 
benefits of specific rules and regulations which influence small 
business decisions. 
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The Minority Business Ownership 
Gap 

According to the results of a survey issued by the Bureau of the 
Census in 1971, minority persons, who comprised 17 percent of the 
nation’s population, owned only 4.3 percent of its businesses in 
1969.1 The survey covered a total of 7.5 million businesses, 
including both full- and part-time ventures. Most of the latter may 
be presumed to be included among those reporting annual receipts 
of less than $5,000. Excluding such businesses, the minority 
ownership share falls even further—to 3.9 percent. 

The minority representation among business owners is not only 
exceptionally small, it has, until recent years, gained at a much 
slower rate than the minority representation among other occupa¬ 
tions in the upper income categories. Evidence of this is reflected in 
the trend in the ratio of “blacks and other races” to total 
employment in selected occupations.2 Between 1958 and 1967, the 
representation of persons classified as blacks and other races among 
all white-collar workers rose from 3.3 to 5.3 percent (a gain of 60 

1 Bureau of the Census, Minority-Owned Business: 1969, MB-1, (Washington, D.C.: 
Government Printing Office, 1971) 

2 Figures cited are taken from a monthly series based upon sample surveys conducted 
by the Census Bureau for the Bureau of Labor Statistics and published in the Monthly 
Labor Review. “Blacks and other races” account for approximately 80 percent of all 
persons included in the total minority population. 
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percent); in the same period, their representation among profes¬ 
sional and technical workers rose from 3.8 to 6.0 percent and 
among craftsmen and foremen from 4.5 to 6.6 percent (gains of 60 
and 47 percent, respectively). These figures contrast with an 
increase in the minority representation in the managers and 
administrators occupational category which brought it from 2.3 
percent in 1958 to 2.8 percent in 1967, a gain of only 20 percent.3 

A significant change in relative growth rates set in after 1967. 
Between that year and 1972 the representation of blacks and other 
races among managers and administrators registered a gain of 43 
percent to reach a ratio of 4.0 percent in the latter year. In the 
same period, the ratio for all white-collar workers, professional and 
technical personnel, and craftsmen and foremen gained 25 percent, 
20 percent, and 9 percent, respectively. 

The relatively small number of minority-owned businesses com¬ 
pares unfavorably with mainstream businesses in qualitative terms as 
well, as indicated by receipts size, industry distribution and location. 

The census survey disclosed that businesses owned by minority 
persons accounted for only 7/io of one percent of total U. S. 
business receipts in 1969. The denominator of this ratio, however, 
included the receipts of the nation’s largest corporations, whereas 
the business universe covered was confined to proprietorships, 
partnerships and small corporations. When corporate annual re¬ 
ceipts of $5 million and over are excluded, the minority-owned 
businesses still accounted for only slightly more than 2 percent of 
the receipts of the small business sector of the economy.4 * 

The survey also revealed significant variations in the share of 
ownership in the major industries. Minority persons were least well 
represented as business owners in the manufacturing industry, 
where their ownership ratio was only 2.0 percent. The ratio was 
highest in personal services lines, at 12.8 percent. Ratios for other 
principal lines were as follows: other services, 3.4 percent; construc¬ 
tion, 3.5 percent; retail trade, 4.7 percent; and other industries, 3.6 
percent. 

A separate and earlier survey conducted by SBA showed that 
minority-owned business to be most concentrated in those locations 
which are least desirable from the point of view of viability and 
growth. As of 1968, almost 72 percent of all minority-owned 
businesses were located in urban areas with populations of 50,000 
or more. There was a relatively high concentration in segregated 
inner city neighborhoods, which accounted for one third of all 
minority-owned concerns and 28 percent of all business located 
therein. Another 35 percent of the minority-owned businesses were 
found in other central city locations, but these accounted for less 
than 5 percent of all businesses in such locations. The remainder 

3 The lion’s share of this occupational category is comprised of full-time businessmen 

(proprietors, members of partnerships and owners and managers of coprorations) other 
than farmers. 

4 Office of Planning, Research and Analysis, Small Business Administration, SBA 

Economic Review, (Annual Issue, 1972), pp. 85-86. 
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were scattered in suburban areas and in small urban and rural 
places. Businesses owned by minority persons accounted for 1.1 and 
2.0 percent, respectively, of all business in these places.5 

The census survey also found significant variations in the 
incidence of business ownership among the several minority groups. 
It had adopted the groups first identified by SBA as minorities for 
the purpose of its business ownership program. Included were 
blacks, Puerto Ricans, Mexican-Americans, other persons of Spanish 
origin, Orientals, American Indians, Eskimos, and Aleuts. The 
incidence of business ownership ranged from a low of 1 business 
for each 244 persons for Puerto Ricans; 1 for each 139 blacks; 1 for 
each 81 persons of Spanish origin other than Mexican-Americans; 1 
for each 72 Mexican-Americans; to a high of 1 for each 49 other 
minority persons. The incidence was 1 for each 24 other persons in 
the general population. 

Unfortunately, the survey results combined ownership data for 
two major groups—Orientals and American Indians—in the “other 
minority” category. What is known as to the incidence of business 
ownership among American Indians, especially those on reserva¬ 
tions, suggests that they are underrepresented to an even greater 
degree than are the Puerto Ricans. Orientals, on the other hand, 
are represented among business owners at least in proportion to 
their representation in the general population, and this has been so 
for several decades.6 

An earlier study prepared by SBA developed date which permits 
an assessment of the number of businesses which minority persons 
would have to own to achieve a representation in business equal to 
their representation in the population. It also permits an estimate to 
be made of the net new investment to remove qualitative differ¬ 
ences between minority—owned and other small businesses. Applied 
to the Census Survey data for businesses with annual receipts of 
$5,000 or more, the net growth in the number of minority-owned 
businesses required for proportional representation is approxi¬ 
mately 700,000. To raise the capital invested in existing and new 
minority-owned concerns to the average investment in mainstream 
small enterprises would call for a net additional investment of 
almost $60 billion. 

It should be noted that the above-cited new investment figure 
leaves totally out of account any gap in minority representation 
beyond the small business sector. As businesses grow, ownership, as 
evidenced by shares of stock held, tends to become increasingly 
meaningless in terms of business management participation. The 
larger corporations are generally controlled by self-perpetuating 
boards of directors. Effective entry into this business sector requires 
the penetration of middle and upper management positions. There 

5 Riess, Albert: Minority Entrepreneurship, printed in Review of Small Business Administra¬ 
tion's Policies and Programs, 1969, U.S. Senate, Select Committee on Small Business, 
(Washington, D.C.: 1969), pp. 711-89. 

6 Light, Ivan H. Ethnic Enterprise in America, (Berkeley: University of Caifornia Press, 
1972). 
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is ample evidence to show that minority persons are even less well 
represented in these ranks than they are among small business 
owners.7 A solution to this problem, however, calls for quite a 
different set of programs than those which are appropriate for the 
fostering of meaningful business ownership. 

Origin And Development Of The 
Federal Program 

Among the reasons for the extremely small minority component 
of the nation’s business community and its slow expansion were the 
belated recognition on the part of Federal agencies that a problem 
existed and the even later realization that Federal intervention was 
feasible and appropriate. 

The First stirring of interest is traceable as far back as 1941— 
when Emmet Lancaster, Advisor on Negro Affairs to the Commerce 
Department, convened a conference of the National Business 
League. A second conference was called in 1946 and a third in 
1948. All were well attended. They opened up communication 
channels to make Federal officials aware of the problems of black 
businessmen and to help black businessmen to learn of government 
services available to all U. S. businesses. There emerged from them 
no hint of a Federal interest in action to foster increased business 
ownership by blacks or other minorities.8 

The same dedication to inaction was evidenced as late as 1961, 
when the Commerce Department hosted another conference of the 
National Business League. The recommendations adopted by the 
delegates were directed entirely at what the businessmen repre¬ 
sented might do for themselves: broadening the market by bringing 
about changes in attitudes and locations; emphasis on catering to 
the mainstream market; and more intensive use of whites as 
business associates and employees.9 

It was not until 1964 that the Federal Government took its first 
tentative steps to cope with the problem. When it did, its actions 
were made subject to the strictures of the war on poverty—a 
disability from which it still suffers to some degree because of 
lingering misconceptions in some quarters as to the fundamental 
objectives of a business development program for minority persons. 

The initiative originated with the Area Redevelopment Adminis- 

7 See, for example, the report of the President’s Advisory Council on Minority Business 
Enterprise, Minority Enterprise and Expanded Ownership: Blueprint for the 70’s, (June, 1971), 
p. 52; and Bureau of National Affairs, Women and Minorities in Management and Personnel 
Management, Personnel Policies Forum Survey No. 96, (December, 1971). 

8 Oaks, Vishnu H. The Negro Adventure ifi General Business, (Westport, Conn.: The 
Negro University Press, 1970), pp. 96-97. 

9 Report of the National Conference on Small Business, Problems and Opportunities 
Confronting Negroes in the Field of Business, (Washington, D.C.: Department of Commerce, 
1962), p. 7-9. 

410 



tration (ARA) in the Department of Commerce. ARA had resources 
which permitted it to set up an office of the Special Assistant to the 
Administrator for Minority Affairs and to finance community 
business development organizations—Small Business Opportunity 
Centers. It proceeded to do so. On the other hand, it had no source 
of funds which it could tap to make loans available to new or 
existing businesses which it sought to assist. Accordingly, it pre¬ 
vailed upon SBA to join with it in a mutual effort to develop and 
finance small concerns in a number of target communities. 

SBA’s response was two-fold. It announced a “Revised Small Loan 
Program” to be available nationwide and which offered financial 
assistance to needy businessmen under liberalized equity and 
collateral criteria. It also set in motion a pilot project—the “6 by 6” 
program—which offered loans of up to $6,000 for terms up to six 
years, again subject to very liberal credit criteria. The first project 
was set up in Philadelphia in support of the business development 
activities of the Philadelphia Small Business Opportunities Center. 
It was aimed at businesses in the largely black inner city community. 
Both of these measures, however, were treated primarily as part of 
the recently announced war on poverty. That is, they were aimed at 
helping poor families to raise incomes above the poverty level 
rather than at a comprehensive business development objective. 
While not aimed specifically at minority persons, they reached 
significant numbers of them because of the high incidence of 
poverty among them. 

This initial effort was shortly overtaken by the authorization of an 
Economic Opportunity Loan Program under Title IV of the Equal 
Economic Opportunity Act of 1964. That title authorized the 
Director of the Office of Economic Opportunity to “. . . make, 
participate in, or guarantee loans, repayable in not more than 
fifteen years, to any small business concern ... or any qualified 
person seeking to establish such a concern, when he determines that 
such loans will assist in carrying out the purposes of this title, with 
particular emphasis on the employment of the long-term unem¬ 
ployed.” The act authorized loans of up to $25,000 to eligible 
persons. OEO was also authorized to furnish 90 percent of the 
funds needed to support business development organizations. Thus 
it took over the funding of Small Business Opportunity Centers, 
later renamed Small Business Development Centers (SBDC’s). 

While SBA was delegated authority to approve and disburse loans 
authorized by the statute and assisted OEO in the selection of 
locations for and establishment of SBDC’s, OEO retained firm 
control of policy governing the loan program and the operation of 
the Development Centers. It insisted upon and secured SBA 
agreement to highly restrictive policy guidelines. The guidelines 
identified the primary purpose of the program as the making of 
loans to persons in business or desiring to enter business “ . . . 
where the efforts of such persons to date have afforded them only 
a marginal economic existence.” A “marginal economic existence” 
was defined as that which could be eked out from an income from 
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all sources other than welfare payments below that required to 
satisfy the “basic needs” of the persons seeking loans and their 
immediate family dependents. Loans which would lead to “the 
employment of the long-term unemployed or underemployed” were 
said to be in compliance with a “secondary purpose” of the 
program. In other words, loans would be made only to applicants 
who were in poverty or, if not themselves poor, would agree to hire 
the hard core unemployed or underemployed. Further, directives 
governing the program also stipulated that no loans would be 
approved which had not been referred by a SBDC. These strictures 
severely limited the scope of the program. However, about half of 
the loans approved went to minority-owned businesses, reflecting 
both the relatively high incidence of poverty among minority 
persons and the inner city location of many SBDC’s. 

An opportunity to move the program beyond the strictures of the 
war on poverty did not appear until 1967, in the wake of the 1966 
amendments to the Equal Economic Opportunity Act, which 
transferred responsibility for the loan program and SBDC’s to SBA. 
The move was given further impetus by significant new amend¬ 
ments in 1967. These amendments extended the clientele envi¬ 
sioned as beneficiaries of the Act beyond poor persons and families 
to include “ . . . small business concerns . . . located in urban or 
rural areas with high proportions of unemployed or low-income 
individuals . . .” Where individual or family poverty criteria were 
to be applied, the administrator was authorized to determine and 
use a different definition of low-income than that pertaining to 
programs authorized in portions of the basic statute other than 
Title IV. Further, the statute directed all Federal agencies in charge 
of programs related to its purposes to “ . . . carry out their 
programs and exercise their functions so as to assist in carrying out 
the provisions and purposes of this Act, to the fullest extent 
permitted by other applicable law.” SBA programs other than 
Economic Opportunity Loans clearly came within the purview of 
this amendment. Most significant among these was the regular 
business loans program, with a statutory maximum loan of $350,000 
(although this applied, by administrative regulation, only to loans 
made by private financial institutions and guaranteed by SBA). 

The most ambitious new program launched by SBA in the wake 
of these developments was the Community Economic Development 
Program. This was devised as a new and additive weapon in the 
Agency’s arsenal and envisioned the establishment and expansion of 
“substantial businesses” such as manufacturing and wholesale ven¬ 
tures which would be owned, managed by, and furnish employment 
to residents of low-income areas. All regular SBA programs were 
marshalled for use in support of the effort. Smaller concerns would 
continue to receive assistance from all SBA offices, principally 
through the Economic Opportunity Loan program. 

Spearheading the new initiative were a number of Community 
Economic Development Teams set up to work with local organiza¬ 
tions in selected areas. Each of the three-man teams was comprised 
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of two SBA employees and a community resident hired by SBA. 
The initial plan was to place 77 teams in 20 target areas by the end 
of June, 1969. Of these, 19 had been deployed when the program 
was turned toward a different direction by a new Administrator. 

As part of the effort to develop more substantial enterprises, SBA 
began to make use of an obscure provision of its authorization 
statute. Section 8(a) of the Small Business Act declares to be the 
“duty” of the Administration, “ . . . whenever it determines such 
action is necessary,” to take contracts from other Federal agencies 
“. . . to furnish articles, equipment, supplies, or materials to the 
government . . . upon such terms as may be agreed upon between 
the Administration and the procurement officer . . .” 

Having taken prime contracts, the Administration was to arrange 
for their performance “ ... by negotiating or otherwise letting 
sub-contracts to small-business concerns or others . . .” The term 
“others” was judged to include large concerns and nonprofit 
agencies. The policy of the Administration, as it proceeded with the 
revived 8(a) program was to place subcontracts with other than 
small concerns when conditions (e.g. size of contract, quality, and 
delivery schedule requirements) were such that this course of action 
would be preferable to subcontracting to a small concern and the 
contract would be carried out in such a way as to have a “ . . . 
positive effect on a small business in the community . . .” 

The provision in question was carried over from the authorization 
of the Smaller Defense Plants Administration, a predecessor agency 
of SBA. Its original intent was to make it possible for the Agency to 
rescue small defense contractors who might be caught in contract 
terminations or cancellations following the end of the Korean War. 
It was used for that purpose in only a few instances. It was brought 
to the attention of the SBA by a Defense Department official in 
response to the Agency’s importunities on behalf of minority-owned 
businesses. He suggested that this might prove to be the simplest 
and most direct way of placing contracts with such businesses. After 
receiving favorable rulings on the legality of such action from the 
Attorney General and the General Accounting Office, the Adminis¬ 
trator decided to proceed. 

The SBDC’s were early casualties of the SBA takeover. The 
number of these organizations had reached a high of 50 in some 44 
locations at the time OEO relinquished control. SBA continued 
funding of about half of them for approximately one year. All 
Federal support had been discontinued by the end of 1967, because 
funds for this purpose were no longer available. Both Agency 
records and the recollection of officials in responsible program 
positions at the time are hazy as to the primary reasons for 
discontinuing support. The Congress had been highly critical of the 
requirement that all loan applicants come through them. In 
response to this, SBA removed the requirement promptly after 
assuming control. Also, relationships between local SBA offices and 
SBDC’s were described as “often abrasive.” Finally, they had not, on 
the whole, performed satisfactorily as sources of managerial and 
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technical assistance for agency borrowers—one of the principal 
purposes envisioned for them when they were set up.10 

In July, 1968, a new Administrator took over the management of 
SBA, announcing as he did so that he had been given a presidential 
mandate to speed up the formation of minority-owned businesses. 
Shortly after coming aboard he announced the establishment of a 
goal to raise the volume of loans to minority-owned businesses to an 
annual rate of 10,000 by June, 1969 and to double that rate in the 
following year. He planned to rely primarily upon the nation’s 
banks, with SBA guarantees, to achieve his objectives and upon 
other private sources for assistance in developing business oppor¬ 
tunities and furnishing training and counseling to Agency borrow¬ 
ers. 

The existing Community Economic Development teams were 
redirected and retitled Minority Enterprise teams. Primary emphasis 
was to be given to retail service and construction ventures because 
they were conceived to be needed in minority communities and 
could be developed with minimum delay. More substantial enter¬ 
prises were not to be discouraged, but the Administrator believed 
that they would develop more slowly because of their greater 
complexity. He maintained the special procurement program as a 
modest scale pilot operation to continue testing policies and 
procedures, for the same reason. 

As a contemporary observer noted, he “. . . made no bones 
about the fact that Project OWN was not to put the poor in 
business, but to put the minorities in business.” * 11 He was wont to 
refer to his project as “compensatory capitalism.” This concept of a 
compensatory treatment of entire groups, with entitlement based 
upon group membership rather than a condition of individual 
disadvantage, reflected new thinking on the nature of economic 
inequality. Economic inequality was becoming widely recognized as 
pervading the whole range of the income spectrum, not as 
something confined to those in poverty at its lower end. For 
example, a comprehensive study of the Mexican-American com¬ 
munity produced a definition on the basis of which an entire group 
could be held to be disadvantaged. According to it, “A category of 
people, then, can be defined as disadvantaged if society at large has 
acted by omission or commission to hinder a disproportionate 
number of its members in the development of their individual 
abilities.” 12 The Cabinet Committee on Opportunities for the 
Spanish Speaking adopted an almost identical definition of group 
disadvantage in its Annual Report for Fiscal Year 1971. Adoption of 
this concept would further advance the development of business 
ownership and other programs specifically for members of disad- 

10 Kirschner Associates, Description and Evaluation of the Economic Opportunity Loan 
Program. (Albuquerque, N.M., 1967). 

11 One Year Later, (New York: Urban America, Inc. and the Urban League, 1969), 
pp. 22-23. 

12 Grebler, Leo; Moore, Joan; and Guzman, Ralph, The Mexican-American People, (New 
York: The Free Press, 1971), p. 24. 
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vantaged groups without regard for their individual or family 
economic conditions or places of residence. 

In March, 1969, the new President appointed a new Small 
Business Administrator. Almost simultaneously, he issued an execu¬ 
tive order establishing the Office of Minority Business Enterprise in 
the Department of Commerce. The role of the new organization 
which was given greatest emphasis in the order was that of 
coordinator of the programs of the Federal Government, state and 
local governments and the private sector affecting the development 
of minority enterprise. The order also noted that OMBE was 
expected to become the principal source of new program initiatives 
and the central repository of information on the nature and 
progress of all activities within its field of interest. A significant— 
though not widely noted—paragraph in the announcement officially 
confirmed that the new Administration’s objective was to promote a 
broad scale business development program, shorn of anti-poverty 
strictures. 
In the President’s words: 

What we are doing is recognizing that in addition to the 
basic problems of poverty itself, there is an additional 
need to stimulate those enterprises that can give members 
of minority groups confidence that avenues of opportu¬ 
nity are neither closed nor limited; enterprises that will 
demonstrate that blacks, Mexican-Americans and others 
can participate in a growing economy on the basis of 
equal opportunity at the top of the ladder as well as on its 
lower rungs. 

An Over-view Of The Principal 
Federal Programs 13 

SBA Programs: 

SBA’s several programs supporting the development of minority- 
owned businesses have grown progressively and rapidly over their 
life spans. Given the resources placed at the Agency’s disposal, the 
growth in the volume of the Agency’s program inputs to this end 
has been remarkable. Quantitative measures of this growth are 
summarized immediately below. Qualitative considerations will be 
treated later on. 

13 A number of Federal agencies have been involved in programs directly supporting 
the development of minority businesses. They include the Economic Development 
Administration, the Office of Economic Opportunity (Commerce) and the Departments 
of Labor; Agriculture; Housingand Urban Development; Health, Education and Welfare; 
and Interior. Only SBA and OMBE, however, have administered programs reaching 
a significant number of minority persons and making available substantial financial 
resources to satisfy capital and management assistance needs of minority-owned 
businesses. Since the achievement of the total Federal program hinges almost entirely 
on the results of their efforts, this review confines itself to their activities. 
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LOAN PROGRAMS 

The Agency’s loan programs have comprised the largest single 
element of its effort to foster minority business ownership and the 
most commonly cited measure of response to its commitment. 

Started in a very small way as an adjunct to the war on poverty, 
the “6 X 6” and revised small loan programs had limited quantita¬ 
tive impact and their outputs are not separately recorded in the 
Agency’s statistical records. They were testing grounds for new 
approaches and revised policies and procedures which paved the 
way for successor programs and, in some considerable measure, 
have remained in force throughout the succession of administra¬ 
tions since then. 

The Economic Opportunity Loan Program established a basis for 
the first separate statistical record of loans made under relaxed 
“poverty” criteria. The latter half of Fiscal Year 1965 was devoted 
principally to gearing up for the new program. A total of 159 loans 
for an aggregate value of $1.8 million were approved during that 
period. The volume grew rapidly, to 1689 loans, for $17.6 million, 
and 3,034 loans, for $31.9 million in Fiscal Years 1966 and 1967 
respectively. Although no separate records were kept, agency and 
other samplings and studies indicated that about half of the loans 
went to minority persons. A small but undetermined number of 
loans to minority persons were included in other loan programs. 

It was not until late in Fiscal Year 1967 that the Agency began to 
keep records of loans made to minority persons, by separate 
minority code, in all of its loan programs. Thus it is possible to trace 
a clear historical record from Fiscal Year 1968 forward. The record 
is set forth in the following table. 

TABLE I 

MINORITY BUSINESS LOAN PROGRAM APPROVALS 

Fiscal Year Loan Program 
Economic 

Oppor- Regular 
tunity Business Other* Total 

No. $(Mill.) No. $(Mill.) No. ${Mill.) No. $(MilI.) 

FY1968 1307 15.2 838 21.5 ■ NA 2145 36.7 
FY1969 2922 36.8 1124 49.0 74 7.8 4120 93.6 
FY1970 4505 60.6 1629 84.4 128 15.4 6362 160.4 
FY1971 5451 75.7 2123 125.5 202 16.6 7776 227.8 
FY1972 5791 74.0 3049 165.4 176 18.8 9016 258.2 
FY1973 ** 4557 64.8 5800 407.0 317 35.8 10774 507.6 

* Principally the Local Development Company loan program and a small 
number of displaced business loans. 

* * Budget estimates. 

1 he record is significant in two principal respects, progressive 
and rapid growth, and a major shift in program composition. 
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Between Fiscal Year 1968 and 1973, assuming that the budget 
estimates will be achieved, the number of loans approved will have 
increased almost six-fold and the dollar value fourteen-fold. Fur¬ 
ther, there has been a significant shift in the relative share of the 
total loan program accounted for by the regular business loan 
program. It accounted for 37 percent of the number and 59 
percent of the dollar volume of loans in Fiscal Year 1968. As 
previously noted, it was in that year that loan programs other than 
Economic Opportunity Loans were actively promoted in the minor¬ 
ity area, reflecting the emphasis than placed on financing more 
substantial enterprises. The proportions fell back to 27 percent and 
52 percent, respectively, in Fiscal Year 1969, reflecting a shift in 
emphasis toward retail and service businesses by a new Administra¬ 
tor. In Fiscal Year 1973, the proportions are budgeted to rise to 54 
percent and 80 percent, respectively. 

These shifts are significant from two points of view. First, they 
reflect the entry or expansion of larger enterprises, for which loss 
rates have normally been lower than those experienced by smaller 
firms. Recent reviews of loan data by the author and SBA analysts 
indicate that the loss rate (in terms of loan numbers) for loans of 
$25,000 or less have been double to triple for loans in excess of 
$25,000. Second, they reflect the progressive shift away from the 
direct anti-poverty preoccupation of the early program to an 
outright business development program aimed at all minority 
business candidates irrespective of income levels. 

One financial assistance program—The Local Development Com¬ 
pany—which is, ostensibly, the one most directly related to com¬ 
munity economic development, has not as yet played a significant 
role in the promotion of minority business ownership and has not 
grown in pace with other loan programs. Generally, a Local 
Development Company may be organized by 25 or more persons 
residing or doing business within the boundaries established for its 
operations. It may acquire fixed plant and equipment for lease to 
one or more small business concerns and borrow up to $350,000 for 
each identifiable small business. Loans may be made directly by 
SBA, jointly by SBA and a private financial institution, or by private 
lenders with an SBA guarantee of up to 90 percent of the principal. 
The maturity of the loans is up to 25 years plus construction time. 
Generally, the Local Development Company is required to finance 
20 percent of the total cost of each project. Under conditions which 
would apply to most urban and rural areas in which minority 
persons are concentrated, this requirement may be reduced to 10 
percent, and the minimum number of organizers may be reduced to 
ten. 

In Fiscal Year 1968, 56 loans for an aggregate amount of $6.7 
million were approved for minority-owned Local Development 
Companies. The volume rose to 140 loans, for $16.4 million, in 
Fiscal Year 1972. Two principal considerations appear to account 
for the low initial volume and relatively slow growth of this 
program. First, the total program for both minority-owned and 
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other businesses has been largely confined to small urban and rur&l 
areas, with 80 percent of all loans made in centers with populations 
of 50,000 or less. It has generally failed to catch on in larger urban 
communities. Second, the longer maturities and higher average loan 
amounts appear to make the program less attractive to commercial 
banks. On the average, a dollar of Federal money has been required 
for each two dollars of the total project cost. Accordingly, it has 
been severely hampered by the limited availability of Federal funds 
during each of the past six years. The Fiscal Year 1973 budget 
contemplates almost doubling the minority loan volume—to 200 
loans for $31 million—over that achieved in Fiscal Year 1972. This 
reflects some new initiatives in the promotion of this program in 
urban areas in cooperation with private organizations. 

SBIC’S AND MESBIC’S 

The Small Business Investment Company (SBIC) program was 
authorized by statute in 1958. The statute authorized SB A to license 
private venture capital firms which would make equity investments 
in, or loans of up to 30 years maturity to, small businesses. The 
companies were entitled to sell debentures to or borrow from SBA 
amounts equal to twice their privately subscribed capital at interest 
rates determined by the current cost of government borrowing. 

These companies have not directed a significant part of their 
investments toward minority-owned ventures. In the year ending 
March 31, 1972, their investments in such concerns aggregated $5 
million dollars, or 3 percent of their total outlays. Their outstanding 
portfolio balances invested in minority-owned ventures totaled 
$14.2 million, or 2.8 percent of their aggregate balances as of the 
same dates. 

Steps were taken in 1970 to make the program more responsive 
to the needs of minority venture through the licensing of firms 
devoted specifically to them. Dubbed Minority Enterprise Small 
Business Investment Companies (MESBIC’s), these new enterprises 
have grown at a rate far below that initially expected by their 
advocates. As of March 31, 1972, 31 of 49 licensed companies had 
invested a total of $4.6 million in 331 minority-owned firms. Of 
this, more than 80 percent was in the form of loans or purchases of 
debt securities. 

The initial program was severely criticized on several scores, 
namely that the typical MESBIC was too small to have a capability 
to back significant businesses; that it produced, in effect, another 
group of small loans; and that it backed ventures with high ratios of 
debt to equity.14 Recognizing that the MESBIC’s had not become 
significant sources of equity capital, the Administration in 1972 
sought, and the Congress enacted, new legislation to remedy 
observed deficiencies. Principal among the provisions of the new 

14 Rosenbloom, Richard and Shank, John, “Let’s Write Off the MESBIC’sHarvard 
Business Review, (September-October, 1970). 
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statute were those authorizing SBA to purchase preferred stock in 
MESBIC’s, providing for an interest subsidy on SBA loans and 
debenture purchases, and authorizing MESBIC’s to be organized as 
non-profit companies in order to attract added funds from founda¬ 
tions and other private sources. This has revived interest in the 
formation of new companies. It is too soon, however, to make a 
determination as to whether or not the statutory changes have 
removed the deficiencies experienced in the earlier program. This 
observer does not believe that it would be prudent to expect the 
program to become a significant source of equity capital in the 
near-term future. 

OTHER FINANCIAL ASSISTANCE PROGRAMS 

Two new programs, introduced in 1971, have demonstrated 
substantial growth potential. One, to guarantee surety bonds for 
small contractors, benefitted some 373 contracts, with an aggregate 
value of $25 million for minority-owned firms during Fiscal Year 
1972. The Fiscal Year 1973 program calls for bonding an estimated 
800 contracts for a total of $50 million. The second, the revolving 
line of credit program, provides for guarantees of credit extended 
to small firms secured by assignable contracts. Guarantees extended 
on behalf of minority firms aggregated $6.8 million during Fiscal 
Year 1972 and are expected to rise to $18 million in the current 
Fiscal Year. 

OTHER SBA PROGRAMS 

As previously noted, the special procurement assistance program 
was initiated in 1968 as part of an effort to generate more 
substantial businesses. It was confined, at first, to manufacturing 
and supply contracts. It was administered as a low-key pilot 
program in the early years, reaching a total of 199 contracts valued 
at $22.5 million in Fiscal Year 1970. At that time, it underwent 
significant expansion and was extended to include service and 
construction contracts. In Fiscal 1971 it produced more than 800 
contracts valued at $65 million. The Fiscal Year 1973 program is 
targeted at 2000 contracts, valued at $175 million. As this is being 
written, it appears that the targets may be exceeded. 

SBA also has a statistically impressive array of management 
assistance programs. It can call upon almost 7,000 retired and active 
volunteers to counsel small concerns. Over each of the past several 
years from 5 to 8 thousand minority persons have been reported as 
having attended between 700 and 900 training courses co-spon¬ 
sored by SBA and private institutions. Attendance of minority 
persons at SBA-sponsored conferences has been reported as ex¬ 
ceeding 11,000 in each of the past two years. Reported attendance 
at workshops exceeded 5,000 in the same years. Also, since Fiscal 
Year 1969, the Agency has had a small appropriation ($5 million) 
which it has used to finance business development agencies and to 
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pay for business services to minority-owned concerns by private 
consulting firms. 

The Office Of Minority Business Enterprise 

As noted earlier, the Office of Minority Business Enterprise 
(OMBE) was set up in the Department of Commerce under a 
presidential directive to develop new program initiatives and to 
coordinate the activities of other Government and private agencies 
involved in minority business development. It viewed its role as that 
of a “wholesaler” of programs. Having no resources at its disposal 
other than those needed to finance its own administrative expenses, 
it could not offer any program directly to any organization or 
individual seeking to foster minority business ownership. Instead, it 
sought to stimulate and coordinate the use of programs adminis¬ 
tered by other agencies or launched independently in the private 
sector. 

OMBE’s role in the program to date may be viewed as comprised 
of two distinct phases. Phase I extended from March 1969 to early 
1972. In that phase, it acted purely as a coordinative Agency. Phase 
II began in early 1972 in the wake of a second Presidential directive 
and the approval of a $100 million appropriation to be used over 
an 18-month period to finance the development of, and provide for 
management assistance to, minority-owned businesses. 

During Phase I, OMBE’s activity was characterized by two 
separate levels of effort through which the Commerce Department 
sought to exercise its leadership and coordination role. 

One level of effort was a highly visible campaign led personally by 
the Secretary of Commerce which aimed at drumming up support 
for minority business development programs throughout the coun¬ 
try. 

In the Government sector, he sought to weld the Federal effort 
into a totally coordinated program and to focus Federal programs 
at the local level to assure that they produced the intended impact. 
In the private sector, he turned his attention to “. . . business, 
trade associations, universities, foundations, churches, professional 
organizations and volunteers . . .” in an effort to expand their role 
in promoting minority business ownership. His intention was to 
stimulate and facilitate private action at the community level, not to 
direct it.15 

The program is being developed so that local community 
organizations, minority group leaders, private industry, 
State and local governments, and other interested parties 
play an active part in the overall development of a plan 
for a local community. It is not our intention to superim¬ 
pose a preconceived and predetermined course of action 
on a community. 

Stans, The Honorable Maurice, Review of the Small Business Administration’s Programs 
and Policies, Hearings before the Select Committee on Small Business. U.S. Senate, (Wash¬ 
ington, D.C.; Government Printing Office, 1969), pp. 152-55. 
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The second level of activity was within OMBE itself. That office 
set about the tasks of recruiting and organizing a staff and laying 
out strategy and objectives for a coordinated National program. 
This was not an easy undertaking. Departmental and independent 
agency heads generally consider themselves as personally accounta¬ 
ble for the use of resources placed at their disposal. They do not 
accept with good grace efforts of an outside agency, without such 
accountability, to influence the disposition of resources. 

Some progress was recorded, nonetheless, in the development of 
means to coordinate relevant Federal programs. A center was 
established as a repository for current information on government 
and private sector programs. Inter-agency Task Forces were set up 
in the areas of capital development, government procurement, 
program evaluation, education and training, and construction 
contracts. Out of these came recommendations which led to a major 
expansion of the Section 8(a) procurement program, new legislation 
to strengthen the Minority Enterprise Small Business Investment 
Companies, and to authorize SBA surety bond guarantees. OMBE 
also persuaded SBA and other Federal agencies to release a million 
dollars to foot the bill for the previously mentioned Census Bureau 
survey of minority business ownership. 

The emergence of Phase II of OMBE’s developing role in the 
program was foreshadowed in a new executive order governing the 
administration of the total Federal effort on October 13, 1971. The 
purpose of the new order was stated to be to give the Secretary of 
Commerce “. . . a clear mandate to establish and carry out Federal 
policy concerning minority enterprise . . .” At the same time, the 
President dispatched a message to the Congress requesting an 
appropriation of $100 million for OMBE, to be used over an 18- 
month period to make grants and contracts to identify minority 
business candidates and opportunities, and to furnish managerial 
and technical assistance to minority businessmen. The message 
urged enactment of measures previously submitted for the benefit 
of all small businesses, and contained new proposals to strengthen 
MESBIC’s. 

These actions produced a number of beneficial results for OMBE 
and the program. They gave OMBE the means of exercising 
significant influence over the development of the program at the 
local level, where, in the final analysis, success or failure will be 
determined. They opened up avenues to private sector organiza¬ 
tions interested in promoting minority business ownership but 
which were unable to secure funds to defray the expenses of 
professional staffs essential for an effective program. Moreover, 
they released substantial resources to bolster an essential but, up to 
that time, almost totally neglected element of a business ownership 
delivery system, local institutions designed to furnish professional 
packaging of business opportunities and specialized managerial and 
technical services to businesses being launched or expanding. 

Local business development offices have been described by a 
former director as “the very heart of the program.” These 
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organizations furnish minority business candidates (or guide them 
to), sources of assistance such as information and counseling, 
packaging of business plans, the preparation of loan applications, 
and specialized management and technical services. Sixty-five of 
these organizations have been financed in 50 target centers—urban 
areas with high concentrations of minority persons. Fifty-five 
smaller organizations serve other urban areas. Many were already in 
existence under other auspices prior to the approval of the OMBE 
appropriation and are now able to expand their operations as a 
result of the new fund source. 

Business Resource Centers comprise another essential element of 
the system. These are designed to mobilize and deliver resources 
from the broader community to minority businessmen. Included are 
such community facilities as chambers of commerce, banks, busi¬ 
nessmen, and trade associations. These organizations have been 
funded in the fifty target centers. Some operate on a volunteer 
basis; others have received OMBE grants. 

These comprehensive programs are being supplemented by other 
programs and projects, both local and national in scope. Local 
Construction Contractor Assistance Centers, similar in function to 
business development organizations, but focusing exclusively on the 
special problems of the construction industry, are serving 12 major 
centers. Primarily to reach minority businesses in small town and 
rural locations, a program to develop “state OMBE’s” is in process, 
with a total of 20 envisioned by the end of Fiscal Year 1973. A 
program to arrange for “realistic business training” in 35 target 
centers is underway, to include two demonstration projects for 
ownership interns and one for regional management development. 
At the national level, funds are being made available to support the 
formation and operation of eight national minority trade associa¬ 
tions and ten local minority trade fairs. Finally, OMBE is working 
with a number of national organizations such as the American 
Bankers Association, the American Bar Association, the Advertising 
Council, the National Association of Purchasing Agents, the Na¬ 
tional Association of Accountants, and the American Institute of 
Certified Public Accountants, with a view to promoting and assisting 
the delivery of their specialized skills to the minority business 
community. Included in this effort is a plan to expand the business 
development program, successfully piloted by the Menswear Retail¬ 
ers of America since 1968, to at least six additional industries. 

Evaluation Of Program Performance 

As previously noted, in 1968 SBA began to open up all its 
assistance programs for the benefit of minority-owned businesses, 
and has since initiated a number of new programs for these and 
other small firms. Its loan programs, however, have reached by far 
the largest number of minority Firms over the longest period of 
time. 
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The Agency has recently completed an analysis of a nationwide 
sample survey of minority borrowers. The results of that survey, 
together with information gathered in more than one hundred 
interviews conducted by the writer, are set forth hereafter as a 
primary measure of the Agency’s achievement in minority business 
development. 

In the Spring of 1972, the Office of Minority Business Enterprise 
(OMBE) was granted an appropriation which put at its disposal the 
lion’s share of all funds available from the Federal Government to 
finance private agencies engaged in the development of minority- 
owned businesses and in furnishing them essential post-launching 
and post-expansion business services. This activity is too new to 
warrant a realistic evaluation. However, a number of the private 
organizations which OMBE is now funding had been engaged in 
the same activity for up to 4 years prior to the launching of the 
OMBE program. An examination of their experience may throw 
some light on the potential for achievement through the expansion 
of these capabilities, assuming no deterioration in the quality of 
performance as existing organizations are expanded and new ones 
brought in. 

The SB A Survey 

The survey mentioned above was based upon a representative, 
stratified sample of some 600 minority borrowers throughout the 
nation. The universe from which the sample was drawn was 
comprised of approximately 10,000 loans to 9,000 borrowers which 
had been approved over the period from March, 1967 through 
June 30, 1970. The condition of the borrowing firms was assessed 
as of the end of 1971. 

POSITIVE RESULTS 

The primary objectives of the minority program were (1) to bring 
new minority-owned businesses into being and (2) to expand the 
scale of existing businesses owned by them. With respect to these, 
the survey revealed some encouraging results. Of those new 
businesses brought into being and those existing businesses which 
came under new minority ownership, slightly more than 2,500 were 
still in business and were judged capable of continuing operations. 
Applied to the total number of such concerns which received loans 
from the initiation of the program through June, 1973, the survey 
results indicated that a total of 11,000 minority-owned businesses 
have been brought into being through SBA loan programs. Further, 
for those existing businesses which have continued in operations, 
the survey revealed an average increase in employment of 2 
persons, a 50 percent growth in average size. 

The employment effects of the loan programs were also signifi¬ 
cant. Adding the total employment of new businesses to the increase 
in employment experienced by existing firms resulted in a total 
growth in employment in excess of 13,000 for the sample universe. 
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Extending this to the borrowers assisted through June, 1973, 
indicates a gross employment increase exceeding 57,000 jobs over 
the life of the program. 

DISCONTINUATION RATES 

The analysis of the survey results developed an estimate of rates 
of discontinuation of the minority borrowers represented by the 
minority sample. A discontinuation was defined as a departure from 
business for any reason, including the sale of a successful firm. To 
arrive at an expected rate for the entire group, actual discontinua¬ 
tions as of the cut-off date were increased by an estimate of the 
number of businesses which would probably discontinue, based 
upon a case-by-case review of the posture of all firms still in 
business. This produced an estimated discontinuation rate of 43 
percent for all businesses, 50 percent for existing businesses under 
new owners, and 31 percent for existing businesses continuing 
under the same owners. About 88 percent of all businesses which 
discontinued did so with some loss to creditors. Dun and Bradstreet 
would classify these as failures, on the basis of its highly restrictive 
definition. 

Among industries with significant numbers of borrowers, discon¬ 
tinuation rates ranged from a low of 0 for medical and health 
services to a high of 64 percent for gasoline service stations. The 
rates for retail groceries and eating places, at 50 and 55 percent, 
respectively, were only slightly below that experienced in manufac¬ 
turing industry—61 percent. 

By geographic area, discontinuation rates were highest in metro¬ 
politan areas with populations of 1 million or more—55 percent for 
new businesses and 43 percent for existing businesses. They were 
lowest, at 30 and 21 percent, respectively, in metropolitan areas 
with populations under 250,000. Within metropolitan areas as a 
whole, rates were 52 and 40 percent, respectively for new and 
existing businesses in central cities, and 45 and 31 percent, 
respectively, in suburban areas. They were lowest, 21 and 25 
percent, respectively, in rural areas. Since SBA borrowers are highly 
concentrated in large metropolitan areas and in the central cities 
thereof, location appears to have played a significant role in 
determining the rate of discontinuation for the group as a whole. 
This is one of several reasons why it would be improper to compare 
the above rates with those of SBA mainstream borrowers. 

Experience at a decision-making level was another factor signifi¬ 
cantly affecting these rates. Existing businesses continuing under 
the same owners had the lowest discontinuation rate, 31 percent. All 
had at least one year of decision-making experience in the same 
line. The rate was 36 percent for new owners of transferred 
businesses with at least one year of decision-making experience in 
the same line. It was 51 percent for those with at least one year of 
decision-making experience in a different line; 49 percent for those 
with experience in the same line, but not at a decision-making level; 
and 66 percent for those new to both decision-making and the line. 
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The rates for the four categories among new owners of new 
businesses were 44, 49, 57 and 60 percent, respectively. (All of these 
figures, of course, refer solely to minority businesses). 

AVAILABILITY AND RESULTS OFTRAINING AND 
FOLLOW-ON ASSISTANCE 

Since training, management, and technical assistance furnished 
after a business has been launched or expanded can be effective 
substitutes for deficiencies in the experience of business owners, the 
availability and quality of these services become important consider¬ 
ations in appraising the results of the SBA programs. Significantly, 
very little of either reached the surveyed minority-borrowers, and 
what reached them was not always effective. 

Almost nine out of ten of those for which information on formal 
courses taken was reported had taken none. Those who took 
courses were about equally divided between going-into-business 
workshops and other courses. For new businesses, the lowest 
discontinuation rate—30 percent—was found among those who 
attended going-into-business workshops. The highest rate—72 per¬ 
cent—was experienced by those who took other courses. A similar 
but narrower difference pertained for owners of existing businesses. 
Those who had attended going-into-business workshops had a 20 
percent discontinuation rate while those who took other courses had 
a 30 percent rate. These findings bear out impressions gained by 
the writer from field interviews with personnel active in business 
development, banking, and in the academic community. Going-into- 
business workshops were rated valuable because they simulated 
experience in practical business. The other courses—generally at 
academic locations—were not regarded as very helpful, especially 
for persons with little or no prior experience in business. 

Three fourths of all borrowers received either no management or 
technical assistance or a total of ten hours or less. Almost half of the 
existing minority businesses and more than a third of the new 
businesses received no assistance whatsoever. Further, discontinua¬ 
tion rates for those who received more than eleven hours of 
counseling, at 62 percent for new and 52 percent for existing 
businesses, were substantially higher than those experienced by 
businesses receiving little of no assistance. Inquiries in the field 
evoked responses indicating that this did not reflect on the quality 
of the assistance rendered by volunteer or contract counselors. 
Rather, the high discontinuation rates among businesses receiving 
intensive counseling was alleged to be due to the fact that assistance 
was brought to bear too late to save floundering firms. 

LOAN PROGRAM LIMITATIONS 

Limitations inherent in medium term loans, with an average 
maturity of seven years, also appear to have contributed to the 
financial strains experienced by minority borrowers, especially in 
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the critical early years following the launching or expansion of a 
business venture. The problem stems from the attempt to make 
conventional term loans compensate for a widespread dearth of 
funds for equity investments in minority-owned businesses. The 
result is the launching or expansion of numerous businesses with 
unusually high ratios of debt to equity, with slim margins to absorb 
financial reverses due to errors in judgment or unanticipated 
developments in the marketplace. 

Financial strains resulting from these circumstances appear to 
explain one of the most common complaints voiced by many 
knowledgeable persons encountered in field interviews: that there is 
a high incidence of underfinancing in SBA loan programs. The 
complaints imply that, had the total financial needs of the business 
been satisfied in the first instance, the strains would have been 
avoided and potentially successful ventures would have been kept 
afloat. This is undoubtedly true in some instances, but highly 
questionable as a general proposition. It overlooks the probability 
that, given the principal amortization and interest payments re¬ 
quired on conventional loans, more generous injections of loan 
capital would have generated equal or greater strains on the 
financial resources of the borrowers. It would appear, thus, that 
there is a need for solutions to the problems arising from the 
inadequate supply of equity funds in minority-owned firms. 

OMBE Programs 

It is not possible at this time to make a realistic evaluation of the 
OMBE contribution to the development of minority-owned busi¬ 
nesses. In the first place, the agency was confined to a wholesaling 
and coordinating role during Phase I of its operation, so that results 
of its activities are mingled with those of other government and 
private programs within the scope of OMBE’s interest. The 
principal evaluation of such programs was that undertaken by SBA 
through a sample survey of its borrowers. The time period covered 
by that survey, however, was, for the most part, prior to the 
creation of OMBE. Phase II of the OMBE operation has reached a 
substantial number of minority businesses through private organiza¬ 
tions. The program has been under way for only a year, however. 
This is too short a time to permit evidence to be developed as to the 
program’s actual or potential achievements. 

A number of organizations now supported by OMBE were 
engaged in minority business development before OMBE came into 
being. The record of their achievements may throw some light on 
the potential results of the expansion of the activities of these and 
similar private organizations. Several selected organizations are 
analyzed in the paragraphs that follow. These are not assumed to 
comprise a representative group of business development organiza¬ 
tions. They have been selected on the basis of two principal 
characteristics. First, they enjoy reputations in their respective 
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communities as effective organizations. Second, as a group, they are 
illustrative of a variety of approaches to business development.16 

The Chicago Economic Development Corporation is one of a small 
number of organizations that have been engaged in minority 
business development over an extended period of time. It came into 
being in 1965 as a Small Business Opportunities Corporation under 
the aegis of the Area Redevelopment Administration. It was sup¬ 
ported next by OEO, and then by SBA. Support was abruptly 
terminated in 1968. The Corporation managed to survive, with 
operations severely reduced, thanks to grants from private sources. 
The Economic Development Administration assumed Federal fund 
support in 1969 and continued until OMBE funds became available 
in 1972. 

The Corporation has assisted clients in obtaining 715 loans, with 
an aggregate value of $17 million. Almost 60 percent of the 
number, and 86 percent of the dollar volume, has been approved 
since 1969. It has been reaching numerous firms of significant size. 
During 1972, over half of all businesses assisted had annual sales of 
$100,000 or more. Reflecting this, the average loan size, at $46,000, 
was almost half again as large as the national average for SBA 
minority borrowers. 

For all loans approved since 1968, the loss rate experienced to 
date is 5.7 percent. The application of factors relating SBA 
nationwide loss experience to the age of loans indicates an eventual 
loss rate of roughly 15 percent for all loans in the corporations 
current portfolio. 

The Corporation has, from the beginning, maintained a limited 
in-house management assistance capability in its multi-racial profes¬ 
sional staff. It has also maintained and managed its own roster of 
volunteer counselors drawn from private businesses, account groups 
and local business schools. The roster was transferred to the 
OMBE-funded talent assistance programs, a Business Resource 
Center. 

Financial and other assistance programs have been further 
expanded and diversified in recent years, principally through 
subsidiary organizations. Included are: the Chicago Financial Devel¬ 
opment Corporation—an organization which administers Model 
Cities funds authorized for equity investments and equity-type loans 
to small minority-owned firms; a MESBIC; Project Big, an organiza¬ 
tion specializing in the development of large-scale business entities; 
and the United Builders Association of Chicago, an organization to 
seek recognition and work assignments for minority general and 
special contractors. 

The business development program of the Menswear Retailers of 

America is a nationwide program for a specialized industry line. 
Initiated as a full-scale business packaging activity, it has over the 

16 Information on business development agencies summarized herein was derived 
from on-site interviews of their field offices, discussions with local bank and SBA officials 

and replies to a questionnaire mailed to their central offices. 
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past year changed to a specialized packaging assistance activity 
working through local business development offices. 

The program was launched in mid-1968 with SB A funding of 
administrative costs. It has had a number of unique features, among 
which are: 

—A $20 million revolving fund subscribed by Association mem¬ 
bers to guarantee lines of credit for client firms. 

—For two years, a Labor Department grant to finance salaries for 
business candidates, at $70 per week, while receiving on-the- 
job training for a six-week period at retail outlets operated by 
Association members. This was found to be very worthwhile, 
although the six-weeks limit was not long enough to compen¬ 
sate for deficiencies in managerial experience in most cases. 

—A “big brother” arrangement which paired volunteer associa¬ 
tion members with fledgling businessmen for continuing post¬ 
launch technical assistance. 

After the program was launched, a rush ensued to bring as many 
businesses into being in as short a time as possible. This phase 
lasted for about two years, by which time some 55 stores had been 
opened. Many, however, were in trouble. Further, an economic 
recession, with an abnormally sharp impact on the menswear 
industry, was under way. Accordingly, the Association changed its 
emphasis from bringing new business into being to shoring up those 
already in being. By the end of 1972, 60 stores were in operation 
and 6 businesses had failed. Emphasis has since shifted back to the 
development of new opportunities with primary attention accorded 
to ownership transfers. 

The Colorado Economic Development Association was established early 
in 1969 by three large central city and several suburban banks. Its 
purposes were to develop opportunities to start up or expand 
minority-owned businesses in the Denver area, to conduct business 
education classes, and to assist clients in the preparation of loan 
proposals to the participating banks and SBA. Initially supported 
entirely by the participating banks, it has since attracted funds to 
defray administrative costs from a variety of other sources, starting 
with SBA and ultimately including EDA, foundations, and OMBE. 
It is one of the few business development organizations which 
charges a fee for services to minority clients. The fees, however, 
defray substantially less than half what they cost the agency. 

In addition to charging fees, the Association has applied a 
number of special approaches to the business development process. 
While by no means unique, they are not frequently encountered 
among business development agencies as a whole. Among these are: 

—An unwillingness to turn down any applicant who insists upon 
placing a proposal before funding agencies. The proposal is 
supported after making sure that the applicant understands 
fully the problems, risks, uncertainties and frustrations which 
will confront him as a businessman. 

—A requirement that each business assisted employ its own 
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accountant, secure the services of a private accounting firm, or 
use the Association’s own accounting department. 

—A significant in-house capability to furnish business education 
and counseling services to its clients. These are furnished by a 
Business Education Department and a Management Assistance 
Department. The former conducts education courses tailored 
to the needs of small concerns. These are of two types. One 
imparts a basic business education to satisfy the needs of 
potential and new business owners. The second is designed to 
satisfy the needs of active businessmen in specific industry 
lines. 

—An Educational Foundation to identify minority persons with 
potential for success in business, to obtain scholarships for 
them, and to obtain funds to finance its own scholarship 
program. The ultimate objective is to develop a continuing 
source of managerial skills needed in the larger business 
ventures now being fostered. 

Until recently, the Association’s principal activity in the financial 
assistance area was that of assisting minority clients seeking loans 
from the banks and SBA. As of the end of 1972 it had assisted in 
securing approval of 546 loans. 

The Association’s success in reaching progressively larger busi¬ 
nesses is suggested by the continued increase in the average size of 
loans processed. The average rose from $23,000 in its first year to 
more than $50,000 in 1972.17 Since 1969, it has assisted more than 
30 concerns whose annual sales now exceed one million dollars. It 
has also been unusually successful in securing direct bank loans. Of 
a total of $28 million in loans approved through 1972 banks 
financed $18 million without resort to SBA guarantees. Most of the 
remainder was accounted for by bank loans guaranteed by SBA. 

As of the end of 1972, losses had been sustained on 50 loans. 
This works out to a cumulative realized loss rate of roughly 10 
percent. Applying previously mentioned SBA experience data, this 
indicates an ultimate loss rate on the order of 20 percent. The 
Director, moreover, has stated that they occasionally lose a business 
owner but seldom a business. Effective follow-up of clients has 
permitted early identification of those who cannot make the grade. 
Arrangements can then be made to continue the business under a 
new owner. 

The Association has also in recent years expanded significantly 
the range of services offered to clients. Its contract procurement 
department assists minority-owned firms in securing government 
and private contracts and in developing techniques to promote 
markets for their goods and services. Two other departments— 
investment assistance and venture capital—seek to expand the flow 
of equity capital into minority ventures. One reaches out to those in 

_> 
17 The 1972 average actually was $117,000. Inquiries addressed to an Association 

official revealed that this was due to the placement of a number of unusually large 
loans to construction firms in that year. He advised that the over $50,000 figure would 

better represent the trend in the size of the average loan. 
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the minority community who are not interested in business owner¬ 
ship for themselves but may be interested in acquiring equity in 
firms owned by others. The other solicits and assists in the 
placement of equity capital from such sources as foundations, 
churches, and MESBIC’s. This is part of a continuing effort to 
bring in more substantial ventures. The current goal is to develop 
200 new minority-owned businesses with annual sales of one to five 
million dollars over the next five years. 

The National Economic Development Association is an organization set 
up to promote business ownership among persons of Spanish 
origin. It was incorporated in mid-1970, after SB A approved its 
organization and operational plan and a request for financial 
support initiated by a number of prominent citizens in the Spanish 
community. It has grown rapidly. Its first local office was opened in 
August, 1970. Three more were added by the end of the year. 
Twenty offices are now in operation. All but two receive financial 
support from OMBE. 

A senior official of the Association advises that its approach to 
business development is guided by two major principles, first, an 
insistence upon professionalism in its loan packaging staff, and, 
second, an assurance that it can furnish or arrange for training and 
counseling which its clients require. Local offices visited also 
stressed the importance of checking with borrowers at six month 
intervals to detect early signs of trouble. 

The combined volume of activity of the Association’s local offices 
has risen sharply over the past three years. During Fiscal Year 
1971, they secured approval of 368 loans, valued at $20 million. 
Both figures were more than doubled in the following year, rising 
to 1,053 and $51.5, respectively. These figures may well be doubled 
again during the current Fiscal Year. An unusual feature of its loan 
program is its success in securing direct loans of substantial size 
from banks and other financial institutions. Such loans have 
accounted for 11 to 13 percent of the number of loans, but 41 
percent of the dollar volume. Their size averaged close to $100 
thousand, as compared with less than $30 thousand for SB A direct 
and guaranteed loans. 

The association has identified only 29 business failures among 
more than 2,300 borrowers since the program was launched. The 
source of this information noted, however, that numerous local 
offices have been in operation for only a brief period of time and 
that resources are not yet available to insure timely and complete 
information on losses. An examination of the experience of several 
local offices visited in a field survey, nevertheless, revealed loss rates 
which compare favorably with those incurred by the other organiza¬ 
tions previously reviewed at the same time in their program lives. 

It must be reiterated that the organizations reviewed in the 
preceding paragraphs are by no means representative of the 
numerous business development organizations currently in being. 
They are, however, organizations which have gained experience in 
a challenging new area of professional activity. As such, they have 
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served as testing grounds for different approaches to minority 
business development which might well be used to enhance the 
effectiveness of later entrants. 

A Look to the Future 

Three major questions have been posed to this observer in the 
course of 15 months devoted to research on minority business 
ownership: 

—Given the dimensions of the ownership gap, is it being 
narrowed significantly? 

—Are the discontinuation rates experienced by SBA borrowers 
typical of the minority business community as a whole? 

—What lessons have been learned which might be used to 
improve program performance in the years ahead? 

With respect to the significance of the program’s achievement, it 
is to be noted that SBA loan programs have helped to bring about a 
net increase of 11,000 in the number of minority-owned firms and 
a 50 percent increase in the employment size of 12,000 Firms owned 
by minority persons. Viewed in the light of years of indifference 
and neglect, this may be deemed a significant advance. When 
viewed against the background of an ownership gap on the order of 
700,000 firms, the program results appear minute. This, however, is 
to look at only part of what has been happening. As noted earlier, 
the ratio of blacks and other races to total employment in the 
managers and administrators occupational category began to rise 
sharply in 1967, registering a 43 percent growth between that year 
and 1972. This ratio has, in the past, been a reasonable reliable 
indicator of representation in the total business population. If that 
has continued to be the case, and if the indicated growth rate 
applies as well to the 25 percent of the total minority population 
not included in blacks and other races, the net growth in the 
minority business population has exceeded 80,000 firms since 1967. 
This suggests a realistic possibility that minority progress in the 
business ownership area during the decade of the 1970’s will exceed 
that which they experienced in other higher income occupational 
categories during the 1960’s. 

The entry of numerous minority persons into business ownership 
by routes other than those opened up by SBA’s loan and other 
programs gives relevance to the question raised as to whether or 
not discontinuation rates experienced by SBA borrowers are 
representative of minority-owned businesses in general. It is highly 
improbable that they are. In the first place, the incomes of minority 
families have been rising more rapidly than those of other families. 
Associated with this has been an equal or more rapid growth in 
accumulated wealth and business-related experience. Thus, the 
number of minority persons capable of entering business in the 
traditional way—with capital from their own savings and those of 
relatives and friends—has been increasing and should continue to 
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grow. Involuntary discontinuation would presumably be signifi¬ 
cantly less frequent for such firms than for SBA borrowers. 

Further, the volume of commercial bank loans to minority-owned 
business also appears to have grown substantially. The American 
Bankers Association has made two successive sample surveys (1970 
and 1971) of U.S. commercial banks to probe the total bank 
involvement in loans to minority firms. Some 305 major urban 
banks included in the survey reported a dollar volume of conven¬ 
tional bank loans to minority firms slightly in excess of loans they 
placed under SBA guarantees in 1970. The gap widened substan¬ 
tially during 1971. Summary data are set forth in the following 
table: 

TABLE II 

MAJOR URBAN COMMERCIAL BANKS* 
CONVENTIONAL AND SPECIAL PROGRAM LOANS 

MINORITY-OWNED BUSINESSES 

1970 Av. Size 1971 Av. Size 
Year No. $(Mill.) $(000) No. $(Mill.) $(000) 

Conventional 6362 54.2 8.5 8555 112.1 13.2 
Special Programs 2354 53.2 22.6 2666 92.4 34.7 

* Minority-owned banks were intentionally excluded <c... on the presum¬ 
ption that their conventional service areas were the minority communities and 
inclusion of their activities would distort the sample.” 18 

The smaller average loan size is presumably due in large measure 
to the inclusion of short-term working capital loans in the conven¬ 
tional category. SBA term loans have an average maturity of 7 
years. The sharp increase in the average conventional loan in 1971 
suggests that the mix of short and medium term loans changed in 
favor of the latter in that year. The rise in the average size of SBA 
minority loans is a continuation of a trend which began in 1968. 

The periodic surveys being undertaken by the American Bankers 
Association are intended to determine progress against the indus¬ 
try’s 1970 commitment to increase its portfolio of minority commer¬ 
cial and industrial loans by $1 billion by 1975. This commitment 
includes both conventional and special program financings. Accord¬ 
ing to Mr. Walter Hoadley, Chairman of the Association’s Urban 
and Community Affairs Committee, progress through 1971 puts the 
industry ahead of the rate required to achieve its lending goal. It is 
reasonable to presume that those ventures which banks are willing 
to finance directly are deemed to be less risky than those which they 
are willing to back only when their exposure to risk is severely 
reduced by virtue of a SBA guarantee. 

It appears then, that the SBA programs are but part of a 
substantially larger movement toward increased minority represen- 
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tation in the business community. It also appears that its role is 
what its enabling statute intended it to be, a lender of last resort, 
assisting those businesses which are unable to secure capital from 
private sources on reasonable terms. 

The lessons learned since the earliest programs to foster minority 
business ownership were launched are too numerous to be treated 
in detail in this article. Two major lessons deserve mention. No 
substantial sources of equity capital have been opened up. And 
sources of managerial and technical assistance have been less than 
adequate. 

As noted earlier, attempts to make conventional investments 
cannot but heighten the risk of failure, especially for ventures with 
relatively long gestation periods. MESBIC’s were initially proposed 
as a remedy for this deficiency. To date, they have been, for the 
most part, but another source of small business term loans. Even 
with the more liberal provisions of a statute enacted in 1972, it 
would be imprudent to look to them as sole or primary sources of 
substantial volumes of equity capital in the near-term future. 

The immeasurably more abundant supply of venture capital in 
existing institutions serving the business community needs to be 
tapped. A bill to tap these sources through the stimulus of an equity 
guarantee program (S3891) was introduced in the last Congress by 
Senator Buckley. The guarantee mechanisms envisioned in that 
measure would be administratively feasible for the more substantial 
ventures. While term loans would still be required when smaller 
minority ventures are capitalized, it is possible to endow them with 
features that would minimize the drain on cash flow in the critical 
early years. In that way, they become more like equity investments. 
Proposals under active consideration to this end include interest 
subsidies, extensions of the loan term, and moratoria on principal 
payments during the early years of the loan. 

The virtually complete absence of training and post-loan business 
services for borrowers included in SBA’s survey does not reflect 
indifference to the need on the part of the Agency. Resources to 
satisfy the rapidly growing need were simply not available within 
the Agency or elsewhere. No major step was taken to satisfy the 
need until a major new appropriation was approved for OMBE in 
1972. This has paved the way to expand and strengthen local 
institutions with access to the professional expertise needed to do 
the job. Steps to compensate for deficiencies in the training and 
experience of minority business candidates are as essential as those 
needed to compensate for deficiencies in equity capital. 
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Introduction 

The Sherman Act was passed long before anyone had heard of 
computers, jet engines, or instant cameras. In 1890, America was a 
largely agrarian society, using technology that, by today’s standards, 
would seem rudimentary. In eighty years, we have moved to an 
economy based heavily on high technology industries and sophisti¬ 
cated services. Yet the framers of the Sherman Act had the wisdom 
to draft a law so general in its terms and wise in its policy that it 
could be flexibly applied to the new circumstances in which we find 
ourselves. Thus, the Sherman Act remains, as the Supreme Court 
said only last year, “the Magna Carta of free enterprise.” Antitrust 
is concerned with economic freedom, “the freedom guaranteed each 
and every businessman to compete—to assert with vigor, imagina¬ 
tion, and devotion and ingenuity whatever economic muscle it can 
muster.” 1 

Antitrust is a constant spur to every businessman to try to 
produce that “better mouse trap”—except that today it is a Xerox 
machine or a Polaroid camera. Price, quality, and service are the 
name of the game. Antitrust is vitally concerned with the basic 
competitive policy of promoting price and quality competition in 
existing markets; but it is also vitally concerned with the competitive 
efforts to develop new products for tomorrow’s markets. 

Today, more than ever, the key to commercial success in many 

1 United States v. Topco Associates, 405 U.S. 596, 610, (1972.) 

437 



industries is new technology—the development of new products and 
new processes of production or distribution. This drive toward 
innovation may be based on purely competitive necessities such as 
staying ahead of competitors or the development of new profit 
centers. The drive may also be directed toward solving the nation’s 
pressing social problems, such as pollution and highway safety. In 
either case, technological advancement is clearly beneficial to this 
country’s world trade position, to our allocation of increasingly 
scarce resources, and to the welfare of consumers. 

A firm does not generally have to be a giant to compete in the 
process of competitive research. Major breakthroughs in innovation 
have frequently come from relatively small firms. For example, the 
self-winding watch was not invented by the large Swiss watchmak¬ 
ers; indeed they first rejected the idea when presented to them by 
the English watchmaker John Harwood. The Polaroid film process 
was not developed by a large research team of a giant firm, but by 
Mr. Land’s independent research. The breakthrough of the oxygen 
process in steelmaking did not come from the laboratories of our 
giant steel firms, but rather from a Swiss chemistry professor and 
the pioneering innovation of a small Austrian firm that was about 
V3 the size of a single plant of U.S. Steel. The larger domestic steel 
companies were slow to adopt this innovation; the oxygen process 
was first used, with great success, in this country by McLouth 
Steel—which at the time had less than 1 percent of the nation’s steel 
capacity.2 The stainless steel razor blade was not introduced by any 
of the leading domestic firms, but by Wilkinson, a small English 
garden tool manufacturer. And the first xerographic image was 
made in 1938 by a lawyer and physicist named Chester Carlson, was 
further developed by a nonprofit research institute, Battelle Memo¬ 
rial Institute, and finally marketed by the Haloid Company, a 
relatively small manufacturer of photographic papers. Today, this 
company is known as Xerox Corporation. 

Antitrust is neutral as to who develops anything—whether it be a 
large firm or a small one. It is vitally concerned, however, that 
restraints on innovation not be imposed by agreement or by the 
tactics of those with existing market power. It rests on the strong 
assumption that American genius and technical innovation will 
flourish if given the right set of incentives and freedom from 
artificial restraints. 

Where smaller businesses are involved, however, they may have to 
devise various joint arrangements for developing new technology 
and producing new technical products. A small firm especially may 
find it necessary to spread risks by joining others, including 
competitors, where expensive research and development is involved. 
Such joint ventures and working arrangements may raise some 
special antitrust issues. 

Accordingly, my purpose here is to discuss antitrust policy as it 
applies to vital aspects of the competitive process in innovation and 

2 Walter Adams and Joel Dirlam, “Big Steel, Invention and Innovation,” Quarterly 

Journal of Economics, May 1966, p. 167. 
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utilization of new technology, including joint research ventures, 
joint patent arrangements, and joint production. In addition, I shall 
discuss the rare situation where economies of scale may be so large 
as to dictate a joint monopoly solution, in which case it becomes 
necessary to (1) limit the monopoly to narrow bounds, and (2) grant 
fair access to all firms. 

The statutes which are most relevant are Section 1 of the 
Sherman Act (15 U.S.C. §1), which prohibits anti-competitive trade 
restraints, and Section 7 of the Clayton Act (15 U.S.C. §18), which 
prohibits anticompetitive acquisitions of corporate stock and assets. 
Section 1, which was enacted in 1890, declares illegal “every 
contract, combination ... or conspiracy in restraint of’ interstate 
or foreign commerce. Since the Supreme Court’s 1911 Standard Oil 
decision,3 the “every contract” language in Section 1 has been 
subjected to the so-called “rule of reason,” under which the courts 
analyze the conduct involved to determine whether it is unreasona¬ 
ble on a comparison of its legitimate purposes with its restraining 
effects on free competition. However, the Supreme Court has 
concluded over the years that certain types of conduct are so 
generally unreasonable that they should be regarded as illegal per se. 
The per se category generally covers price fixing agreements, 
agreements among competitors dividing geographic markets or 
classes of customers, “tying” agreements, concerted refusals to deal, 
and certain types of “reciprocity” agreements. The Supreme Court 
has explained per se liability in these terms: 

There are certain agreements or practices which because of 
their pernicious effect on competition and lack of any 
redeeming virtue are conclusively presumed to be unrea¬ 
sonable and therefore illegal without elaborate inquiry as 
to the precise harm they have caused or the business 
excuse for their use.4 

The joint arrangements discussed here generally fall outside the 
per se category, unless the parties use a joint venture as a device for 
fixing prices, allocating customers, or engaging in boycotts. 

Section 7 of the Clayton Act, enacted in 1914 and amended in 
1950, prohibits any corporation engaged in commerce from acquir¬ 
ing stock or assets of another corporation “. . . where in any line of 
commerce in any section of the country, the effect of such 
acquisition may be substantially to lessen competition, or tend to 
create a monopoly.” Section 7 applies to a corporation’s acquisition 
of stock in a new or existing joint venture; this was made clear in 
the Supreme Court’s 1964 Penn-Olin decision discussed below.5 
Section 7 is quite different from Section 1, in that it does not 
require the Government to prove an actual lessening of competition, 
but only that the transaction’s effect “may be substantially” to lessen 

3 Standard Oil v. United States, 221 U.S. 1, (1911). 
4 Northern Pacific Railway Co. v. United States, 356 U.S. 1, 4, (1958). 
5 United States v. Penn-Olin Chemical Co., 378 U.S. 158, (1964). 
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competition in the future.6 This being so, the principal focus of the 
Supreme Court decisions has been on market structure, chiefly 
because the market behavior of the individual firm tends in the 
long run to be controlled by the structure of that market.7 This 
same approach is applied to joint ventures, as well as straight 
corporate acquisitions and mergers. 

With that general background, I shall turn to particular types of 
joint arrangements used in developing and exploiting new technol¬ 

ogy* 

Joint Research 

Antitrust policy tends to encourage competitive research efforts 
on an independent firm basis, but it is not hostile to joint ventures 
unless they reduce the potential sources of innovation to only a few 
independent centers. Stated alternatively, antitrust enforcement 
seeks to discourage agreements and joint ventures which have the 
potential significantly to increase market power among a few firms 
by reducing incentives for independent research. 

I find the case for competitive innovation to be compelling. 
Technical innovation requires skill, hard work and money. People 
do not put these out unless they hope for rewards for success, or 
fear the penalties of failure. This point was made clearly by a recent 
O.E.C.D. study, which concluded that “without competition and the 
potential threat that a competitor will innovate first, firms and other 
institutions may well prefer to avoid the risk and the discomfort of 
innovating.” 8 

In addition, competition tends to promote diversity in innovation, 
as different people pursue different courses. The result tends to be 
a greater chance of success or greater chances than otherwise would 
be present. This basic truth was rather strikingly illustrated by the 
development of the atomic bomb during World War II, where four 
completely different, but competitive, projects were undertaken 
with different technology. Three panned out, and one—gaseous 
diffusion—turned out to be the most successful. This was competi¬ 
tive innovation at its best, at the country’s hour of greatest need. 

There are those who contend that industry-wide combinations 
among competitors to conduct research and development can assure 
better results in terms of cost, time, and efficiency. They argue that 
industry-wide research collaboration is “more efficient,” since it will 

6 See Brown Shoe Co. v. United States, 370 U.S. 294, 332, (1962), which was the first 
Supreme Court decision under Section 7 as it had been amended in 1950. 

7 See United States v. Philadelphia National Bank, 374, U.S. 321, 363, (1963), where 
the Supreme Court explicitly stated: “A merger which produces a firm controlling an 
undue percentage share of the relevant market and results in a significant increase 
in the concentration of firms in that market, is so inherently likely to lessen competition 
substantially that it must be enjoined in the absence of evidence deary showing that 

the merger is not likely to have such anticompetitive effects.” (Emphasis added.) 
8 O.E.C.D., The Conditions for Success in Technological Innovation, p. 132 (1971). 
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tend to avoid needless and costly duplication that might result from 
competitive research efforts. 

However, I believe we must be concerned not only about assumed 
efficiency but also about actual incentives. Even if industry-wide 
research were more efficient—and that is only an assumption— 
would it in fact be carried out? Or would established firms find that 
an industry-wide research set-up reduces the need for anyone to do 
research to avoid competitive threats? 

The legality of a particular joint research effort under the 
antitrust laws will generally depend on the particular circumstances 
and purposes leading to the formation of the venture, and on the 
manner in which it is implemented. In any event, such efforts have 
never been held to constitute per se Sherman Act violations; and 
therefore such a venture will only be illegal under the Sherman Act 
if it can be shown to be an unreasonable restraint of trade. 

The purpose for and the manner in which the parties engage in 
such activities will be important considerations. Public exchanges of 
basic research information will be less likely to constitute antitrust 
violations than will joint attempts at development of new commer¬ 
cial products or procedures. Joint research efforts limited to a small 
segment of an industry will be less likely to raise antitrust problems 
than industry-wide joint research. Certainly, joint activities between 
the largest competitors in an industry are more likely to restrain 
trade in that industry than would joint ventures between smaller 
firms. Joint research ventures between firms in non-competing 
industries will have far less effect on competition in product 
markets than will collaboration between direct competitors. The 
necessity and reasonableness of joint research ventures will also 
depend upon the size of the research project proposed in relation 
to prior independent R&D efforts by the participants, and the 
ability or inability of each to undertake the project on its own. 

In fact, the Government has brought no antitrust cases involving 
purely joint research arrangements. Instead, each has involved 
patent pooling as well, and they are therefore discussed in the next 
section. 

Joint Patent Arrangements 

Another related arrangement is where firms carry on their own 
research but then combine their output into a patent pooling 
arrangement. Such patent pooling or interchange arrangements are 
not illegal per se under the antitrust laws (although some pooling 
arrangements may have features which make them illegal per se). 
Rather, such pooling arrangements will generally be looked at in 
terms of their impact on two important antitrust values—competi¬ 
tion in existing markets, and competitive innovation for tomorrow’s 
markets. In any event, however, antitrust is concerned with 
substance and not form; it makes little difference whether the 
activity is labeled as a “pool,” and “interchange,” or even a “cartel,” 

441 



or whether it is organized on the basis of a holding company or a 
series of cross-licensing arrangements. In the end, the antitrust 
inquiry is directed at the effect of the pooling arrangement and to 
any anticompetitive intent of those behind it. 

While patent pools may be detrimental to existing competition in 
various ways, e.g., by fixing prices or allocating territories or 
products, it is their effect on future innovation which calls for the 
greatest flexibility of the Sherman Act in adapting itself to the 
dynamics of a changing society. Here, as with joint research 
ventures, the fundamental antitrust concern is whether the pooling 
arrangement destroys the incentives of private firms to engage in 
technical research and development, or whether it operates as a sort 
of insurance arrangement against being out-innovated by others. 

This may be illustrated by the Government’s so-called Smog case. 
In 1955 the members of the automobile manufacturing industry 
entered into an industry-wide patent and technology agreement 
relating to automobile pollution abatement technology and devices. 
That agreement required that all members grant royalty free licenses 
to each other on all patents secured by the members and that 
members would not take licenses from outside inventors unless all 
members could also get such a license at the same royalty. In 1969, 
the Government challenged the legality of that agreement 9, 
alleging that it was operated with the intent and effect of 
eliminating individual firm incentives to invest in pollution abate¬ 
ment research in a competitive manner. It alleged that the effect of 
the agreement was to retard the pace of innovation to that of the 
slowest member of the industry. That case was settled by a consent 
decree which provided all of the relief that the Government had 
requested.10 

Under the automobile industry agreement, some progress had 
been made in reducing automobile pollution. However, the Govern¬ 
ment alleged that within the framework of the joint agreement 
advances which could have been implemented were in fact delayed. 
In any event, Congress ultimately determined that the industry was 
not moving toward lessening automobile pollution at a pace 
commensurate with the urgency of the problem.* 11 As a result, it 
enacted new legislation designed to quicken the industry’s efforts. 

The same general concern is reflected in the Government’s 1972 
action against the Manufacturers Aircraft Association.12 This industry¬ 
wide pool has existed for over 40 years and basically requires that 
each member put his inventions in the pool. All other members are 
entitled to be licensed royalty free, or at fairly low rates set by an 
arbitration board. So far as licenses from non-members are con- 

9 United States v. Automobile Manufacturers Ass’n. Inc., et al., Civ. No. 69-75-JWC, filed 
January 10, 1969 (C.D. Calif.). 

10 United States v. Automobile Manufacturer’s Ass’n, Inc., et al., 1969 CCH TRADE 
CASES 1J 72,907. 

11 Clean Air Act, as amended by Pub. L. 91-604 (Dec. 31, 1970); 42 U.S.C. §§ 1857 
et. seq. 

12 United States v. Manufacturers Aircraft Association, Inc., et al., Civ. No. 72-Civ-1307 
(S.D.N.Y.). 
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cerned, the arrangement provides that no member would take a 
license unless similar rights and terms are available to all other 
members. Again, as in Smog, the Government charged that this 
reduced competition between the parties for technical inventions, 
and reduced competition for patents developed by others. 

I will also note that the broader the scope of the pool, the more 
likely it is to raise antitrust problems. Where the pool covers only a 
limited number of interfering patents, clearly it can gain some 
legitimacy from settling competing claims.13 However, where it 
covers future as well as present patents, for a very long period of 
time, it looks increasingly like a sort of non-aggression pact between 
the various elements in an industry. 

To summarize, patent pooling arrangements can serve both 
useful and pernicious purposes. They can serve as a way of utilizing 
interlocking or complementing technology, or they can serve as a 
way of reducing present competition and the threat of future com¬ 
petition from new technology. Antitrust is a pragmatic instrument for 
promoting a national commitment to promote competition, and a 
spur to innovation and efficiency. It will take patent pools as it finds 
them, and the results will turn on their competitive merits. 

Joint Production Ventures 

Joint research may lead to joint production, and this may be 
particularly important to smaller business firms which need to 
increase their competitive abilities. Such ventures might at times be 
necessitated by the high costs involved in entering a product market 
in which neither joint venturer currently competes, or is financially 
able to enter alone. In such cases, the joint venture is likely to be 
permissible under the antitrust laws, so long as it does not prevent 
the joint venturers from freely competing in the sale of the product 
involved,14 or from independently developing future products. 
Such entry into a new area may promote competition. 

Joint production ventures are thus not per se unlawful; each must 
be looked at in terms of its likely effects on both existing and future 
competition. In this regard, the basic principles involved are 
generally similar to those applied in merger cases; indeed, where a 
transfer of stock or assets is involved, Section 7 of the Clayton Act is 
fully applicable to such joint ventures. In general, a joint venture to 
manufacture a certain product jointly will be treated as if it were a 
merger between the parties, at least with respect to that product; 
thus, if the parties are already substantial competitors in manufac¬ 
turing the product involved, a joint venture between them is likely 
to be illegal on the grounds it eliminates substantial existing 
competition. 

13 See Standard Oil (Indiana) v. United States, 283 U.S. 163, 171 (1931). 

14 United States v. Sealy, Inc., 388 U.S. 350 (1967); United States v. Topco Associates, Inc., 
405 U.S. 596 (1972). 
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The more difficult questions arise where neither, or only one, of 
the joint venturers was involved in the production of the product 
prior to the formation of the venture. That is, even though actual 
competition between the participants is not eliminated by the 
creation of the venture, it is nevertheless clear that the companies 
forming the venture are unlikely to compete in thc future with each 
other or with the joint venture in the product and geographic 
markets which it is formed to serve. The critical question is whether 
the lost potential competition outweighs the advantages inherent in 
the creation of the new venture. Resolution of this issue involves an 
appraisal of the nature of the new venture, including the character 
and size of the risks involved, and the likelihood of separate entry 
by the partners. 

Thus, in the 1964 Penn-Olin case,15 the Supreme Court ruled that 
a joint venture between Olin Mathieson Corporation and Pennsalt 
Chemicals Corporation to produce sodium chlorate in the south¬ 
eastern portion of the United States was subject to the proscriptions 
of the Clayton Act. The District Court had found that, prior to the 
formation of the joint venture, neither Pennsalt nor Olin produced 
sodium chlorate in the Southeastern United States, but that both 
were possible entrants in that geographic and product market. Even 
so, the District Court found that it was “impossible to conclude as a 
matter of reasonable probability both Pennsalt and Olin would have 
built plants in the southeast if Penn-Olin had not been created.” 
The Supreme Court reversed, ruling that “certainly the sole'test 
would not be the probability that both companies would have 
entered the market.” Rather, it was sufficient if one joint venturer 
was likely to actually enter the market, and the second venturer 
remained sitting in the “wings,” waiting to enter at an opportune 
moment. In the Court’s words, 

Just as a merger eliminates actual competition, this joint 
venture may well foreclose any prospect of competition 
between Olin and Pennsalt in the relevant sodium chlorate 
market. . . . The existence of an aggressive, well 
equipped and well financed corporation engaged in the 
same or related lines of commerce waiting anxiously to 
enter an oligopolistic market would be a substantial 
incentive to competition which cannot be underestimated. 

In short, a joint production venture between two companies not 
presently operating in the geographic and product market entered 
by the joint venture might still violate the antitrust laws if the 
market is concentrated and the joint venturers are among a small 
group of potential entrants. This would be true if, in the absence of 
the joint venture, (1) both participants would have been likely to 
actually enter into the joint venture’s activity, or (2) one of the 
participants might actually have entered, but the second would have 
nevertheless remained as a significant competitive force at the 
“edge” of a concentrated market. The antitrust laws are concerned 

15 United States v. Penn-Olin Chemical Co., 378 U.S. 158 (1964). 
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not simply with the actual loss of existing competition, but also with 
the possible loss of actual future entry by one of the participants and 
with the possible loss of future competitive forces being exerted by 
a company “continually threatening” to enter the market. 

Similar principles were involved in the Government’s 1964 
complaint against Monsanto Company and Farbenfabriken Bayer, 
who in 1953 had created a 50-50 joint venture called Mobay 
Chemical Company. Mobay had been formed to manufacture 
isocyanates in the United States—a class of chemicals essential to the 
manufacture of a new class of plastics called polyurethanes. Prior to 
the venture, Monsanto had manufactured and sold isocyanates in 
the United States, and Bayer had sold isocyanates in this country, 
but had done all of its manufacturing abroad; following the 
formation of the venture, however, both companies ceased making 
any significant sales of isocyanates in this country. The Government 
claimed that the venture operated to eliminate actual competition 
between the two partners in the sale of isocyanates, and eliminated 
Bayer as a clear potential entrant into the manufacture of these 
products in the United States. Furthermore, Monsanto and Bayer 
were the fourth and fifth largest chemical companies in the world, 
and Mobay had become the largest producer of isocyanates in the 
United States. The venture thus had served to increase concentra¬ 
tion in an already highly concentrated market, and had increased 
barriers to entry. In the end, this case was settled by a consent 
decree requiring Monsanto to sell its interest in Mobay to Bayer,16 
thus preserving Monsanto as an independent potential entrant. 

While the above policies represent a basic antitrust concern that 
joint ventures do not operate so as to eliminate either significant 
existing competition or significant possibilities for future competition, 
they do not proscribe all joint production venture activities. Thus, 
where two small business entities form a joint venture to enter a 
highly competitive market in which neither participant currently 
operates, it is likely that the loss of one of these entities as a 
potential entrant will not have a substantial anticompetitive effect. 
Also, where the activity which the joint venture is formed to pursue 
is one which neither participant is likely to be capable of entering 
on his own in the foreseeable future, the venture is not likely to 
eliminate any demonstrable potential competition at all. Finally, a 
joint venture formed to offer a new product or service which clearly 
requires large size in order to realize substantial economies of scale 
is less likely to be unlawful. Generally speaking, antitrust policy is 
hospitable to these types of joint ventures, and does not generally 
operate to proscribe production ventures which are truly required 
by economies of scale, by the high costs of entry, or which are truly 
promotive of competition; antitrust is concerned, however, with 
such ventures which eliminate significant existing competition or 
significant possibilities for future competition. 

16 United States v. Monsanto Co., et al, 1967 Trade Cases H 72,001 (W.D. Pa., 1967). 
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Access To Monopoly Joint Ventures 

Sometimes a joint venture may enjoy a virtual monopoly over a 
resource which is essential to others in the industry—for example a 
regional electric power pool or a rail terminal, or a news gathering 
service. Such a situation is normally created by very large economies 
of scale or some historical accident. In such cases, the antitrust 
concern is that such a monopoly position be limited to whatever 
markets are defined by those economies of scale, and that the 
dominance of the joint venture in one limited area not be permitted 
to spill over into areas where the partners could compete independ¬ 
ently. 

Beyond this, antitrust is concerned that firms which are not 
members of the venture not be thereby deprived of their ability to 
compete effectively with those who are members. In response to this 
concern, the antitrust rule has arisen that those members of an 
industry who, through joint action, achieve a dominant or monopo¬ 
listic hold over an essential industry resource—whether it be an 
essential service, a facility, or a collection of patents—must grant 
access on reasonable and non-discriminatory terms to all in the 
trade. 

This rule originally grew up in connection with local transporta¬ 
tion facilities.17 It was subsequently applied to a whole series of local 
produce markets.18 In more recent years, the same general princi¬ 
ple has been applied to national institutions such as the Associated 
Press19 and the New York Stock Exchange.20 What is required is 
that there be some unique resource under the control of the 
defendent joint venture. 

The Associated Press case offers a leading illustration. AP was a 
cooperative news-gathering service, which prohibited its newspaper 
members from selling their news stories to non-members before the 
Associated Press had published those stories. Its membership 
requirements also discriminated against any newspaper in any area 
already served by an existing AP member. These exclusionary 
arrangements did not commend themselves to the Supreme Court. 
The Court rejected AP’s argument that, since other wire news 
services were available to non-members and because non-member 
papers could gather their own news, the AP service was not strictly 
necessary in order to operate a competing newspaper. Instead, the 

17 United States v. Terminal R.R. Ass’n., 224 U.S. 383 (1912) (terminal railroad controlling 
a vital bridgehead); United States v. Great Lakes Towing Co., 208 Fed. 733 (D. Ohio 1913), 
217 Fed. 656 (D. Ohio 1914), appeal dismissed, 245 U.S. 675 (local towing facilities in 

several Great Lakes ports). 
18 These include a produce exchange building, Gamco, Inc., v. Providence Fruit Produce 

Bldg., 194 F. 2d 484 (1st Cir. 1952), certiorari denied, 344 U.S. 817; a tobacco market, 
American Federation of Tobacco Growers v. Neal, 183 F. 2d 869 (4th Cir. 1950); a fish 
market, United States v. New England Fish Exchange, 258 Fed. 732 (D. Mass. 1919); and 
a sponge market, United States v. Tarpon Sponge Exchange, 142 F. 2nd 125 (5th Cir. 

1944). 
19 Associated Press v. United States, 326 U.S. 1 (1945). 

20 Silver v. New York Stock Exchange, 373 U.S. 341 (1963). 
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Court held that the inability to buy news from the dominant news 
agency, or from one of its members, could seriously affect the non¬ 
member’s ability to publish a competitive newspaper, and raised 
barriers to new entry as well. In these circumstances, membership 
had to be equally open to all newspapers. 

The most recent application of the general access principle 
occurred in a case in the electric power industry recently decided by 
the Supreme Court.21 Here the unique facility was a transmission 
system controlled by a regional power company in Minnesota. The 
District Court had found that the defendant had used its monopoly 
position to prevent certain small communities from establishing 
their own municipal electric systems.22 It therefore required the 
defendant to sell power to proposed municipal systems, and to 
wheel power across its system from other suppliers. On appeal, the 
Supreme Court upheld the District Court on these issues. 

The rationale for the access rule is not hard to find. A group of 
firms, or even a single firm, which controls a scarce or essential 
facility can use it as a means of foreclosing competition with 
outsiders who require use of that facility to compete on equal terms. 
For example, if it can be shown that access to a patent pool 
covering the dominant part of an industry represents an important 
business advantage, then those who control the pool should not be 
permitted to deny access to it. What makes sense for a railway 
terminal, or a fish market, or the New York Stock Exchange would 
seem to make sense for a patent pool. Similar principles should 
.apply to an important central industry research facility, or to a joint 
facility producing a product or service which confers a significant 
benefit on its members vis-a-vis their outside competitors. The basic 
principle is equal treatment for all comers. Late comers cannot be 
excluded if the facility can be fashioned to accommodate them, 
although it may be “only fair that the newcomer should pay rather 
more for the new facility than those who have invested over a long 
period.” 23 These are practical problems which will have to be 
worked out in the context of the hard facts posed by particular 
schemes. 

Conclusion 

In the end, antitrust is concerned with commercial incentives—and 
the competitive marketplace as a source of such incentives—on the 
development of new ideas, inventions, and technology. No society 
can command that useful, effective research be done—it can only 
provide a framework which provides the incentives necessary to 
encourage such efforts. 

21 Otter Tail Power Co. v. United States, 41 U.S.L.W. 4292 (1973). 
22 United States v. Otter Tail Power Co., 331 F. Supp. 54 (D. Minn. 1971). 
23 Neale, A.D., The Antitrust Laws of the U.S.A., 2d Ed., (Cambridge: Cambridge Univer¬ 

sity Press, 1970), p. 69. 
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Beyond that, antitrust is concerned with preserving incentives to 
use commercially new technology. These smaller companies and 
new entrants may serve a key role in introducing new products 
which larger manufacturers, with fixed investments in traditional 
competing products, may not wish to offer to the public. For 
example, the small English garden tool firm—Wilkinson—revolu¬ 
tionized the razor blade industry in 1962 by marketing the coated 
stainless steel razor blade in this country. Gillette, the leading 
producer of the traditional “blue” blade in this country, had 
possessed the technology to market the stainless steel blade previous 
to Wilkinson’s entry, but had failed to do so; in fact, Wilkinson’s 
blade was partially based on patent licenses obtained from Gillette. 
Yet it was not until after Wilkinson, followed by Personna and 
Schick, had demonstrated the popularity of the stainless steel blade 
that Gillette finally entered that market on a large scale. This type 
of “on the fringe” competition is important to the economy and to 
individual consumers. 

Antitrust has responded to these fundamental needs of modern 
society by applying the rule of reason to joint research, develop¬ 
ment and production efforts. It has permitted pro-competitive joint 
arrangements, while opposing arrangements (such as the automo¬ 
bile pollution agreement) which held back new technology needed 
by the public. President Nixon sounded the same general theme in 
his 1972 Message to Congress on Science and Technology: 

In general, combinations which lead to an improved 
allocation of the resources of the nation are normally 
permissible, but actions which lead to excessive market 
power for any single group are not. Any joint program 
for research and development must be approached in a 
way that does not detract from the normal competitive 
incentives of our free enterprise economy.24 

24 118 Cong. Rec. 2144, 2146 (92nd Cong., 2nd Sess., March 16, 1972). 
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Introduction 

An analysis of the effects of taxes on small business can be carried 
out only in the broader framework of the tax effects on business in 
general. The fundamental qualitative differences between small and 
large business are somewhat blurred and the likely differences in 
the responses of small and large business to government policies are 
by no means self-evident. 

For purposes of this article the following differences between 
large and small business will be stressed. First I shall assume that 
small business will find it more difficult and expensive to raise 
equity capital. Due to information barriers and other economies of 
scale in raising capital, the sources of equity capital to a particular 
small firm will be limited and in many cases will be restricted to 
internal funds of the firm and/or to the wealth of the owner- 
managers of the firm. Also there is less separation between 
ownership and control for the small firm and as a result small firms 
are likely to correspond more closely to the traditional model of 
profit maximization. The managers of large firms are more likely to 
compromise profits for other objectives, such as the growth of sales. 

Small firms will also have more limited access to bond markets, 
though banks and other locally based financial institutions may 
serve as a substitute source of debt financing. 

Small firms are more likely to be locally oriented from a regional 
standpoint than are large firms. Many small firms are local retail 
and service establishments and small firms engaging in manufactur- 
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ing and processing are likely to service regional markets while large 
firms operate in national markets. Small firms are also more likely 
to be less diversified in their products. 

Finally the most important difference between small and large 
firms is their legal structure. Small firms are much more likely to be 
unincorporated than are large firms because of limited liability 
considerations and the need of raising large amounts of capital. 
Consequently, small firms are much less likely to be subject to the 
corporate profits tax, even though many are. 

The Effects Of The Corporate Tax 
On Business 

By far the single most important direct tax on business is the 
corporate profits tax. In 1972 the tax yielded $42 billion. About 20 
percent of Federal tax revenues are corporate profits taxes. At the 
Federal level every corporation is subject to a normal tax of 22 
percent of its taxable income and a surtax of 26 percent of taxable 
income over $25,000. Small corporations are therefore subject to a 
lower tax rate than larger corporations, which latter are, in effect, 
subject to a tax rate of 48 percent. 

Among the various justifications of a corporate profits tax is that 
the tax is a convenient source of revenue, and that it is a 
progressive tax in that it falls on profits which accrue primarily to 
high income groups. There is the related point that this tax is 
needed to maintain progression, since a host of exemptions and 
deductions and preferential treatment of capital gains seriously 
erodes the federal tax base and limits the taxes paid by the wealthy. 
The tax is also justified as a charge for the convenience and 
advantage of doing business (limited liability) through the corporate 
form of business organization. Also it can be argued that the 
corporate tax is a benefit tax, as many of the benefits of various 
government expenditures accrue to large business enterprises. 

All of these points can be questioned to some extent. Moreover, 
the horizontal inequities and distortions of a non-shifted corporate 
profits tax are well-known. Different taxpayers with the same 
amount of before-tax income will pay different rates of tax and 
different amounts of tax depending on the source of their income. 
Tax-exempt institutions and pension funds that invest in corporate 
stock will not really be tax-exempt, since corporation income tax will 
be accrued on income allowable to them. A particular individual will 
pay a higher rate of tax on a corporate source income and the form 
of business enterprise will be influenced by the tax. Also, unless the 
effects of the corporate tax are offset by other tax distortions, 
capital will flow from the industries that are predominately corpo¬ 
rate into industries which are primarily non-corporate. In addition 
to this distortion between corporate and non-corporate investment, 
the allocation of capital within the corporate sector will be distorted. 
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Mature firms with high rates of profits will retain and reinvest too 
much of their after-tax income, since they recognize that stockhold¬ 
ers prefer capital gains relative to dividends. Unless firms are quick 
to diversify, and to expand their product lines, or m^rge, new high- 
yielding ventures will be ignored while retained earnings will be 
invested in lower-yielding investments. The corporate tax and the 
preferred treatment of capital gains act as major impediments to 
the formation of new firms and thereby encourage economic 
concentration. 

Furthermore, the special treatment of capital gains will segment 
the capital market into firms that tend to cater to high-income 
capital gains-oriented investors and those which will tend to pay out 
a larger porportion of their dividends to investors who are in lower 
tax brackets. This segmentation hampers diversification of portfo¬ 
lios of individual investors, and complicates the investment and 
dividend pay-out decisions of corporate managers. 

In developing some of these points we shall begin with a 
discussion of the distributive effects of the corporate profits tax. It 
should be noted that the question of the incidence and shifting of 
the corporate tax is sometimes related to the criticism levied against 
the corporate tax. If the corporate tax is shifted, then it appears 
that the argument of double-taxation of corporate profits is invalid. 
One of the fundamental criticisms of proposals for the integration 
of the corporate and personal income taxes, or the elimination of 
the corporate tax, is that tax relief to stockholders is not justified 
since the corporate tax is shifted. 

In an economy where corporations maximize short-run profits, 
and factor prices depend on marginal value products, the owners of 
capital will bear the burden of a profits tax. Shifting will occur 
either if firms do not maximize profits or if the neoclassical theory 
of distribution does not apply. If firms do not maximize profits, but 
instead attempt to maximize sales subject to some minimum profit 
constraint, the imposition of a profits tax may force firms to 
increase prices and before-tax profits in order to maintain the 
previous level of after-tax profits. 

An alternate view based on the Kaldorian theory of distribution 
maintains that the level of before-tax profits is related to the level 
of investment. The theory assumes that the level of savings out of 
profits is higher than out of wages and that an increase in profits 
taxes will lead to a short-fall in the level of savings necessary to 
finance a level of investment. Consequently, the level of before-tax 
profits will be increased through an increase in prices relative to 
money wage in order to generate the required savings.1 

Given these competing theories, a number of empirical studies 
have been undertaken in an attempt to resolve these issues. The 
best known of these is the book by Marian Krzyzaniak and R.A. 

1 A complete model along these lines has been developed by A. Asimakopulos and 
T. B. Burbidge, “The Short-Period Incidence of Taxation,” unpublished. See also J. 
L. Eatwell, “On the Proposed Reform of Corporation Tax,” Bulletin of the Oxford 
University Institutes of Economics and Statistics, November 1971, 33, 267-74. 
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Musgrave2 in which they report that, for American manufacturing, 
increase in tax liabilities of $1.00 per unit of capital will increase 
before-tax profits by $1.35. The tax is shifted by more than 100 
percent. This study has been severely criticized by a number of 
writers. The best known of these criticisms is the work of Cragg et 
al. 3 and R.J. Gordon4. The basic criticism is that K-M misspecified 
their model and confounded cyclical effects on profits with tax 
effects. 

Nevertheless, Gordon’s work is especially relevant for the pur¬ 
poses of this paper since unlike most of the other studies Gordon 
disaggregated the manufacturing sector and found that the estimate 
of shifting increased with the degree of concentration in an 
industry. In effect Gordon’s work seems to verify the plausible 
proposition that very large firms are more likely, and able, to 
increase their profit level in response to a profits tax increase. 
Essentially the same conclusion is reached by Kilpatrick 5 who 
compared profit level for different industries between pairs of years 
during which a tax change had occurred. Kilpatrick found that, 
other things being equal, profit levels were higher in the more 
concentrated industries after the tax had been increased. 

On the basis of existing empirical knowledge the following 
generalization seems appropriate. Although the empirical results are 
quite mixed on the amount of shifting in the corporate sector as a 
whole, there is reasonably broad agreement among tax specialists 
that the overall rate of shifting is quite low, say 20 percent.6 At the 
same time it appears that more concentrated firms are more likely 
to shift the tax than smaller corporations operating in more 
competitive sectors of the economy. This last result is consistent 
with the notion that larger firms possess more discretionary market 
power and that they are, due to the greater separation between 
ownership and control, more likely to pursue non-profit objectives 
than are smaller firms. 

The finding that smaller firms are less likely to shift the corporate 
tax suggests that the corporate profit tax is especially burdensome 
to small business and that special provisions might be made to 
provide tax relief to small firms. 

2 M. Krzyzaniak and R. A. Musgrave, “The Shifting of the Corporation Income Tax”, 

(Baltimore: Johns Hopkins, 1963.) 
3 J. G. Cragg, A.U. Harberger and P. Mieszkowski, “Empirical Evidence on the Inci¬ 

dence of the Corporation Income Tax,” Journal of Political Economy, Dec. 1967, 75, 

811-821. 
4 “Shares and Corporate Tax Incidence” in M. Krzyzaniak. R.J. Gordon “The Incidence 

of the Corporation Income Tax in U.S. Manufacturing: 1925-62,” American Economic 
Review, Sept. 1967, 57, 731-58. “Incidence of the Corporation Tax in U.S. Manufactur¬ 
ing: Reply,” American Economic Review, Dec. 1968, 58, 1360-67. 

5 R. W. Kilpatrick, “The Short-Run Forward Shifting of the Corporation Income 

Tax,” Yale Economic Essays, Fall 1965, 5, 355-420. 
6 A study by J. L. Turek “Short-Run Shifting of the Corporate Income Tax in Manufac¬ 

turing, 1935-1963,” Yale Economic Essays, Spring 1970, Vol. 10, pp. 127-49, concluded 
that on the basis of likelihood ratio tests that the “odds” are 100 to 1 in favor of zero 
shifting relative to 100 percent shifting and 2 to 1 that the degree of shifting is low 
relative to 50 percent. 
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There are, however, other considerations which have very differ¬ 
ent implications. The first consideration is the reallocation of capital 
between corporate and non-corporate sectors emphasized in the 
work of A.C. Harberger.7 This writer notes that the corporate 
profit tax is a tax on corporate equity since investors in well¬ 
functioning capital markets will require the same after-tax rate of 
return on their investment. Consequently, the imposition of a 
corporate tax decreases the profitability of corporate investment 
and capital will be shifted out of the corporate sector into the non¬ 
corporate. The before-tax rate of return will rise in the corporate 
sector and will fall in the non-corporate sector. 

For example, assume that before the imposition of the tax rates 
of return in the two sectors are both equal to 10 percent. After the 
imposition of a 50 percent corporate tax a hypothetical equilibrium 
might be reached where the after-tax rates of return are equal and 
where the before-tax rate of return in the corporate sector will be 
14 percent, up from 10 percent, while the before-tax rate of return 
in the non-corporate sector has fallen from 10 percent to 7 percent. 
It appears that one of the principal effects of the corporate profits 
tax is to lower the cost of capital to the non-corporate sector. As 
non-corporate firms, which operate in agriculture, trade, real estate, 
and services are typically small firms it might be argued that the 
effect of the corporate tax is to help small business. Of course this 
proposition would have to be qualified to account for the discourag¬ 
ing effects the corporate profit tax on small corporations, as 
distinguished from small business in general. In addition there is a 
more significant qualification regarding the magnitude of the 
corporate-non-corporate tax differential. This qualification relates 
to the preferential treatment of capital gains and the fact that 
capital gains are taxed on a realization basis rather than on an 
accrual basis. 

A dollar of after-tax profits can be retained in a corporation and 
reinvested. If the investment yields at least the required rate of 
return on the firm’s equity, the value of the firm will rise by at least 
one dollar. An investor can postpone the payment of the tax by 
holding on to the stock; thus, if the stock is held for some time and 
the stock appreciates as a result of the retention, the present value of 
a dollar of tax paid in the distant future will be quite small. In fact, 
if the stock is held indefinitely the tax on current earnings 
approach zero, even without making allowance for the additional 
fact that realized capital gains are taxed at a rate one-half the 
ordinary income tax rate. To demonstrate the possible advantages 
of operating in the corporate form, I have adapted two tables 
found in Bittker and Eustice.8 

7 A. C. Harberger “The Incidence of the Corporate Income Tax” Journal of Political 
Economy, June 1962, 70, 215-240. and “Efficiency Effects of Taxes on Income from 
Capital” in M. Krzyzaniak. 

H Boris I. Bittker and James S. Eustice, Federal Income Taxation of Corporations and 
Shareholders, (Boston: Warren, Gorham and Lamont, 1971 (3rd edition)) pp. 6-9. 
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TABLE I 

TAX BURDEN-PROPRIETORSHIP vs. CORPORATION 

Taxable Income Individual 
Liability (Joint 

Return) 

Corporate 
Liability 
assuming 

no distribution 
of profits 

Corporate 
Liability 
asuming 

Full distribution 
of profits 

(1) (2) (3) (4) 

25,000 
50,000 

100,000 
250,000 
500,000 

1,000,000 

6,000 
17,000 
45,000 

146,000 
321,000 
671,000 

5,500 
17.500 
41.500 

113.500 
233.500 
473.500 

9,750 
26,575 
63,000 

181.500 
391,000 
812.500 

This table compares the tax liability of a corporation with the 
approximate liability of a married couple filing a joint return with 
the same amount of taxable income. The income tax rates are 
allowed to vary from 44 percent to 70 percent. The corporate tax 
liability is calculated on two bases. First, in column 3, I present the 
liability on the assumption that the tax on distributed income is 
zero. As noted above, this can in fact be approximated if the profits 
are retained and the capital gains are not realized for a long time. 
In column 4 the combined corporate and income tax liabilities are 
calculated on the assumption that corporate profits are paid out as 
they accrue. 

The results of the table allow us to make a number of 
generalizations. The first obvious point is that if profits are paid out 
as dividends the corporate tax imposes an additional tax burden for 
all profit levels. On the other hand, if the effective tax on profit 
distribution is small, there are modest advantages of doing business 
in the corporate form at low income levels. The advantage then 
turns in favor of the proprietorship form; and then, as the profit 
level increases, the corporate form again becomes more attractive 
from a tax liability standpoint; this advantage grows absolutely and 
relatively with the level of income (profits). 9 

Thus, for growing small corporations with good investment 
opportunities, there appears to be little tax advantage or disadvan¬ 
tage of doing business in the corporate form. As income grows, the 
advantage is in favor of the corporate form. Nevertheless, it will be 
only in rather exceptional circumstances that the tax on corporate 
distributions can be escaped completely. In general, the combination 
of a corporate and a personal income tax increases the overall tax 

The Tax Reform Act of 1969 provides for a maximum rate of 50 percent beginning 
in 1972, for “earned income” (defined generally as compensation for personal services). 
This reduces the attractiveness of operating some types of business in the corporate 
form. As noted by Bittker and Eustice, if this approach were broadened by a generally 
applicable top rate of 50 percent, an important tax incentive for the corporate form 
would be neutralized. 
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rate on corporations relative to proprietorships. However, because 
of the capital gains loophole, the disadvantage is smaller than is 
generally presumed. 

The tax advantage of retained earnings over distributions (divi¬ 
dends) serves to explain the growth of diversified conglomerates. A 
company will not wish to pay out dividends, and if investment in its 
original product lines have dried up, it will buy up other firms, or 
possibly enter new lines. Thus, the combined effect of the corporate 
and personal income tax is to promote bigness and concentration. 
Also, to the extent that corporations cannot readily merge or find 
new ventures, they will invest in their existing undertakings at 
expected rates of return lower than could be earned elsewhere in 
the economy. This misallocation of capital within the corporate 
sector will be especially acute for large corporations, since in 1958 
the revenue code was amended to permit the shareholders of 
closely-held corporations (10 stockholders or less) to be taxed as 
partners.10 This means that a closely-held corporation will never 
have to pay higher taxes than it would as a proprietorship. 

Another related effect of the corporate tax is on the financial 
structure of corporations. As bond interest is not subject to 
corporate tax, it appears that corporations could escape the 
corporate tax by relying more heavily on bond finance. In fact it is 
possible to take an extreme case where corporations simply relabel 
their equity as debt and escape the corporate tax completely. There 
are a number of reasons why this will not occur, among them, the 
costs of bankruptcy and related conflicts between stockholders and 
bondholders. The second point, emphasized in an important article 
recently published by J.E. Stiglitz,* 11 is that the replacement of stock 
with bonds will impose a substantial tax cost on stockholders. This 
point is also based on the tax advantages of retentions and capital 
gains provisions. Virtually all new equity finance is made implicitly 
through retained earnings; if bond finance were substituted for this 
type of finance, stockholders would have to pay a high tax on 
dividends rather than the lower tax on capital gains as they are 
realized. Consequently, because of this tax barrier, corporations 
have not shifted over more to debt finance. The essence of Stiglitz’s 
argument is that the corporation will rely on retained profits for 
expansion, but if they have to raise new capital in excess of 
retentions, they should always rely on debt rather than equity as 
income on debt is not subject to tax. In effect, because of the 
advantage of retentions, the cost of equity to corporations has risen 
very little, if at all, relative to the cost of equity in the non-corporate 
sector. For the same reason capital will not readily shift out of the 

10 Another way in which the tax on distributions can be minimized is for the corporation 
to buy back their outstanding stock. Companies sometimes refer to this as revitalizing 
their equity. Although the Internal Revenue Service is aware of this and has imposed 
a number of regulations which limit this possibility, the loophole has not been closed, 
especially for widely-held corporations. 

11 J. E. Stiglitz, “Taxation Corporate Financial Policy, and the Cost of Capital,” 

Journal of Public Economics, February 1973, 2, pp. 1-35. 
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corporate sector into the non-corporate sector as postulated by 
Harberger. As returns on corporate debt are not subject to tax, 
corporations and non-corporate capital will compete on equal terms 
for this type of financing. In short, the overall cost of capital for 
corporations will not be changed appreciably through the combined 
effects of the corporate tax and the present income tax code with its 
preferential treatment of capital gains. The effects of the tax 
structure as a whole do not significantly aid the non-corporate 
sector at the expense of the corporate sector. 12 

Taxation And The Supply Of 
Venture Capital 

One argument often made against progressive personal income 
taxes and corporate taxes is that these taxes significantly decrease 
the supply of risk capital to business in general and small business 
in particular. Also, the preferential treatment of capital gains is 
often justified on investment incentive grounds. 

The commonsense argument is that investors are risk averse and 
require compensation for undertaking risky ventures. A tax-induced 
decrease in the return to risk-taking will, it is argued, decrease risk¬ 
taking. However, as was pointed out some thirty years ago by 
Domar and Musgrave and reformulated by J. Stiglitz, this reasoning 
is incomplete and maybe misleading.13 As in the analysis of the 
effects of taxes on work-effort, the imposition of a tax on profits 
results in an income effect and a substitution effect. The sub¬ 
stitution effect results from a decrease in the return for risk¬ 
taking and induces investor to switch out of risky assets (ventures) 
to safe ones. On the other hand the income effect of a tax increase 
may induce the investor to switch into risky assets in an attempt to 
maintain previous income levels. 

i 

The size of the substitution effect depends critically on whether 
the tax law allows the investor perfect loss offset. With perfect loss 
offset and a tax rate of 50 percent, the internal revenue service 
would pay the investor 50 percent of his loss should he not have 
other income to deduct the loss. For large diversified firms whose 
taxable incomes are always positive, perfect loss offset in effect 

12 Another issue which arises is whether tax effects modify the Modigliani-Miller 
theorem that the cost of capital is independent of the debt-equity ratio. When all profits 
are distributed as dividends it is easy to show that the overall tax burden is minimized 

when the corporation borrows. When earnings are retained the question of whether the 
corporation or the stockholder should borrow depends on whether the marginal income 
tax rate for the individual is higher or lower than the corporate tax rate. For very 

small corporations subject to a tax rate of 22 percent, the value of the interest rate 
deductibility is relatively small. 

13 F. Domar and R. Musgrave, “Proportional Income Taxation and Risk-Taking,” 
Quarterly Journal of Economics, vol. 56, May 1944, pp. 388-422. J. Stiglitz, “The Effect 
of Income, Wealth, and Capital Gains Taxation on Risk Taking,” Quarterly Journal of 
Economics, vol. 83, May 1969, 263-283. 
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exists. For smaller firms or investors, loss offset is less than perfect, 
since the law allows a five-year carry forward and a two-year carry¬ 
back provision. Also, the present code allows only $1,000 of long¬ 
term capital gains to be deducted against ordinary income in any 
particular year. 

With perfect loss offset the unfavorable substitution effect of a 
tax is neutralized, as the government shares proportionately in 
losses as well as gains. In this situation the question of whether 
taxes increase or decrease risk-taking depends critically on whether 
an investor allocates a smaller or larger proportion of his wealth in 
risky investments with an increase in wealth. If investors increase 
(decrease) the proportion of their assets held in the form of safe 
assets such as money and bonds when their wealth increases, a tax 
will decrease (increase) risk-taking. At this stage we simply do not 
have the data that would resolve this issue. Casual empiricism 
suggests that many low-income people are willing to risk small 
amounts of income in anticipation of very high returns which are 
highly unlikely. Also, persons are willing to pay for insurance 
against large losses. Persons with modest amounts of wealth are 
unlikely to invest their savings in risky ventures unless there are 
prospects for very substantial gains. Rich persons with large 
amounts of wealth can diversify their portfolios, and because of the 
size of their income (wealth), will not suffer dramatic changes in 
their standard of living if a particular venture fails. 

In principle, small, new ventures can be financed by large pools 
of capital which can take advantage of various economies of scale 
and diversification. Small businessmen with worthwhile ventures will 
be able to obtain equity from these investment trusts. However, if 
venture capital for small business is to be provided primarily by the 
entrepreneur-manager, then I believe an excellent case can be made 
that higher taxes will discourage risk-taking by small business 
investors. The potential small businessman will not work harder or 
undertake more risk if taxes are raised. Larger amounts of wealth 
will permit the investor to be more venturesome. 

Another aspect of business taxation is its effect on the overall 
supply of savings available for investment. This question refers to 
the overall stock of capital rather than to the distribution of capital 
between risky and safe investments. To the extent that business and 
high income groups in general have a high marginal propensity to 
save, a decrease in business taxes will increase the overall level of 
capital formation. A policy-maker considering a possible decrease in 
business taxes in order to encourage growth, especially the growth 
of small business, will have to weigh this objective against a more 
progressive tax structure. Also, there are alternative policies where 
additional savings could be generated without a change in the tax 
structure. In principle all taxes could be raised and the additional 
revenue could be made available for private investment through the 
retirement of the public debt. The budget surplus would probably 
have to be accompanied by an expansionary monetary policy in 
order to facilitate absorption of the savings, but in principle there is 
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no need to compromise income redistribution in order to stimulate 
business growth. 

There is the more specific objective of facilitating the financing 
and growth of small business by appropriate changes in the tax 
system. There are a number of policy measures by which this might 
be done, among them: (1) a decrease in the corporate tax on small 
and medium size corporations; (2) a provision where an investor 
would receive a deduction for funds invested in a small business; 
and (3) some types of business income might be made exempt from 
taxation. 

The weakness of these proposals is that they would further erode 
the income tax base and a lowering of the corporate tax rate would 
provide tax shelters for a variety of activities presently unincorpor¬ 
ated. There is also the more basic question of whether it is in 
society’s interest to provide a general subsidy to small business. 
There exist many highly inventive small businesses which develop 
new products and new processes. Unquestionably the lack of capital 
available for small business has prevented many desirable, and 
highly profitable ventures from being undertaken. 

At the same time there are numerous small businesses in 
agriculture, in trade and services which are very small and 
inefficient. While some observers may wish to use government 
subsidies to preserve the single family farm or the small corner 
grocery store, this writer does not give these objectives high social 
priority. Consequently, I am against general tax subsidies to aid 
small business and would recommend instead selective lending 
policies that would apply to certain industries or certain types of 
firms. One policy would be to encourage the formation of 
diversified holding companies or investment trusts that would 
provide seed capital for small business, and which would allow the 
developer to repurchase the equity once the venture became 
established. 

The Effects Of Local Taxes 

In addition to corporate profits tax and taxation at the individual 
level, business is subject to a variety of manufacturing excise taxes, 
sales taxes, franchise taxes, and local property taxes. Many of these 
taxes are imposed by state and local governments. As in the case of 
the corporate tax, the first question which arises in connection with 
these taxes is whether they are, in their economic (distributive) 
effects, taxes on business or whether they are passed on to 
consumers and/or workers in the form of higher prices or lower 
wages. 

For some taxes, such as retail sales taxes and manufacturing 
excise taxes, there is a clear presumption by governments and the 
public that these taxes are passed on to consumers. Many observers 
also believe that local property taxes on business capital and 
housing are shifted. However, it can be argued that the local 
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property tax is, from a global (nation-wide) standpoint, a tax on 
capital. 14 On the other hand, from a partial (local) standpoint of a 
single city or group of cities, the property tax will be passed on, or 
will be partially reflected in lower factor prices. 

The distinction between the nation-wide effects, or the effects of 
the property tax system as a whole, and its local effects depends on 
the fact that unlike the sales tax, the tax base for the property tax is 
income-producing wealth. If firms are profit maximizing, a general 
wealth tax imposed on the national level is equivalent to a flat rate 
profits tax. Similarly, if all local governments impose the same rate 
of tax on all capital, the owners of capital will bear the burden of the 
tax. On the other hand, if some towns (jurisdictions) impose a high 
rate of taxes while other towns impose a low rate of tax, then there 
will be two broad sets of effects associated with the property tax 
system. First, the overall rate of return on capital will fall by the 
average or mean rate of tax and, in addition, high tax communities 
will pay more for their capital, while low-tax areas will pay less. For 
example, if before the imposition of the property tax system all 
capital earned 10 percent and if the average rate of tax is 3 percent, 
the overall average rate of return would fall to 7 percent. However, 
if high tax areas impose a tax rate of 4 percent, while low tax areas 
impose a tax rate of 2 percent, the before-tax rate of return will 
increase to 11 percent in the former and will fall to 9 percent in the 
latter areas, for then the after-tax rate of return will be equal in all 
jurisdictions. The relatively (lower) higher rates of tax result in 
positive (negative) excise tax effects which lead to higher prices of 
commodities produced in high tax areas or result in a decrease in 
the returns to immobile factors of production in these areas. 

Consequently, from the point of view of an individual city or 
state, the property tax does in fact act as an excise tax, as it 
increases the cost of capital to the jurisdiction imposing or 
increasing the tax. 

If the demand for the products produced in the jurisdiction is 
quite inelastic the increase in costs will be reflected primarily in 
higher commodity prices. On the other hand if demand is quite 
elastic the higher cost will lead to a decrease in the returns to 
immobile factors of production. In the extreme situation when 
demand is perfectly elastic the burden will fall completely on 
immobile factors. 

The importance of the elasticity of supply provides a basis for 
distinguishing between the effects of local taxes on large and small 
firms. One of the differences between large and small firms is that 
large firms are more likely to sell in national and international 
markets than are small firms. Consequently, the demand for the 
output of a large firm operating in a particular region is more likely 
to be more elastic than the demand for the output of the smaller, 
more locally oriented, firms, especially if the large firm is only one 

14 For a complete discussion of this point see my article, “The Property Tax: When 
Excise Tax or a Profits Tax,” Journal of Public Economics,- Vol. 1, April 1972, pp. 
73-96. 
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of many firms selling the product at the national level. We are led 
to the conclusion that the shifting of a higher tax in a particular 
jurisdiction is more likely for locally consumed products produced 
by small firms. Larger firms, in the short-run at least, will find it 
more difficult to raise prices, as this would undermine their 
competitive position in the national market. The smaller firms 
producing for the local market are all affected to the same extent 
by a tax-induced cost increase, and all will tend to increase prices to 
the same extent. Although larger firms will have to absorb the tax 
in the short-run, through the relocation of production, factors of 
production specific to the regions will bear an increasing proportion 
of the burden. 

The fact that locally oriented firms will be in a strong position to 
shift the property tax is especially important for housing services 
which are produced and consumed locally. Tax rate differentials 
will be reflected in higher or lower housing prices depending on 
whether the taxing jurisdiction is a high or low tax community. 

The fact that the property tax system has a very different 
distributive impact at the national level from that at the local level 
greatly complicates discussion of tax change or tax reform. 

The elimination of the property tax system in all parts of the 
country would, on the analysis presented in this paper, result in an 
increase in after-profit income. Also, the replacement of the 
property tax system /with local income taxes of moderate progres¬ 
siveness would make the tax system as a whole less progressive. On 
the other hand, the replacement of the property tax by an income 
tax at the state or local level would replace a tax which, from a local 
standpoint, is essentially a consumption tax, into an income tax. 
Thus, if the business community is to increase its chances of gaining 
from the elimination of the property tax, it should attempt to make 
the tax change on as wide a geographical basis as possible. 

Recent discussion of property tax reform has stressed the 
introduction of a uniform property tax system at the state level. If 
this change were adopted throughout the country, tax rate differen¬ 
tials would be eliminated within states, although differences be¬ 
tween states would remain. Nevertheless, it seems safe to speculate 
that the property tax system would be much more uniform 
throughout the country, and a substantial step will have been taken 
towards the introduction of a general national property tax system. 
It is by no means certain that business as a whole will gain from 
uniformity at the state level. What would occur is much greater 
equality in tax burden in different localities; and business located in 
high-tax areas would gain from the uniformity while firms in low- 
tax areas would suffer losses. 

One of the effects which would probably accompany the introduc¬ 
tion of a state wide property tax is a change in relative property 
values. Properties located in high (low) tax areas would rise (fall) in 
value. This possibility implies that some part of the present 
property tax system is capitalized. 

The general conditions under which business and profit taxes are 
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likely to be capitalized are moderately straight forward. Basically, 
capitalization will occur if a business tax cannot be passed on, and if 
after-tax rate of return is predetermined. Consider the rather 
abstract situation where the only component of wealth is land, 
which is non-reproducible. For a given population and fixed 
amount of land, the land rents would be given. Assume also that 
the relationship between land rents and the value of the land is 
determined by the community’s rate of time preference. If the 
annual land rent per acre is $10 and the rate of time preference is 
10 percent, an acre of land will sell for $100. If a 50 percent profits 
tax is introduced, the value of land will fall from $100 to $50 as 
after-tax profits fall from $10 to $5; and by assumption, the rate of 
time preference remains unchanged. Consequently, the full burden 
of all tax payments, present and future, falls on the generation 
owning the asset at the time of the tax imposition. 

In actual fact large portions of wealth such as plant and 
equipment are reproducible. I shall assume that the price of capital 
goods in terms of consumption goods is fixed. In this situation, 
where all capital is subject to tax, the price of capital (wealth) will be 
equal in the long-run to the price of consumption goods. We now 
distinguish between two types of savings and portfolio behavior. In 
the first case investors are willing to hold wealth on terms 
determined by time-preference consideration so owners of wealth 
will be unwilling to hold wealth except at some fixed after-tax rate 
of return. For this case, imposition of a profits tax will result, in the 

.short-run, in very substantial capital losses, the market value of 
existing wealth will fall below its replacement cost, a general 
deflation will result, and capital formation will temporarily cease 
until the growth of labor relative to capital pushes the before-tax 
rate of return to a high enough level so that the after-tax rate of 
return again equals the rate of time-preference. After the deflation¬ 
ary adjustment process has occurred the value of capital will again 
equal its replacement cost. 

More realistically, savings behavior and the willingness to hold 
income producing wealth is not tied to a fixed required rate of 
return and a profits tax will be accompanied by a change in 
required rate of return (rate of interest). Thus if the rate of return 
is originally 10 percent and a tax rate of 50 percent is imposed, 
then the rate of interest (required rate of return) will fall to 5 
percent and the value of capital remains unchanged, and possible 
adjustments in savings will take place gradually over a longer time 
period. The amount of capital may well change in the long-run as 
the level of savings adjusts to the rate of return, but unlike the 
previous case, the value of wealth has little effect in the short-run as 
well as in the long-run. 

Capitalization will occur in a more partial or local context if 
certain factors of production are immobile. For example, in a given 
metropolitan area where different residential sites are close substi¬ 
tutes for one another, tax differentials between jurisdictions will be 
capitalized in the value of land. However, when the mobility of 
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residents is less than perfect between jurisdictions at least some part 
of the tax differential will be reflected in higher commodity 
(housing) prices. 

Similarly, very specific land used in mineral production will be 
valued upwards or downwards depending on the level of taxation of 
the mineral. But even with very specific resources such as minerals, 
capitalization will be slight or incomplete if the profit tax is general so 
that all wealth is subject to tax and/or if the supply of minerals is less 
than perfectly inelastic. For if the supply of minerals is elastic, through 
changes in exploration and/or intensity of exploitation of existing de¬ 
posits, the price of minerals will rise. 

Capitalization of profit taxes or profit rate differentials will be 
complete only under very special circumstances. In particular a 
broadly based profits tax, such as the corporate tax, will have only 
temporary or even negligible effects upon the value of reproducible 
wealth. However, even if business taxes are capitalized, this does not 
make this form of taxation less burdensome to investors or less 
significant for investment incentive considerations. Capitalization 
introduces considerable uncertainty into investment planning and 
portfolio choice decisions. In growing economies with on-going 
wealth accumulation, the capital losses associated with capitalization 
would be accounted for in the calculation of expected rate of 
return, and capital losses will have unfavorable effects on savings. It 
is highly misleading to use capitalization as a basis for de¬ 
emphasizing the incentive effects of profit taxes. 

A Tax System With Minimum 
Reliance On Business Taxation 

In this essay I have attempted to sketch the broad distributive and 
incentive effects of taxes on business. In general I do not find the 
conventional arguments made by business against business taxation 
very convincing. The argument that business taxation discourages 
risk capital is, as we have argued, quite problematical; also, in 
principle, the savings which might be lost through reliance on 
business taxation can be recovered through appropriate debt and 
fiscal policy. Also it is unlikely that pro-growth considerations are 
likely to receive much weight, given present-day concerns with 
environmental and distributive considerations. 

Nevertheless, I believe that there are a number of very strong 
arguments which can be made against business taxation and in 
favor of the placement of greater reliance on individual taxation. 

In 1966 the Carter Tax Commission in Canada recommended the 
full integration of the personal income tax and the corporate tax 
for Canadian residents. Large segments of the Canadian business 
community and provincial governments opposed this proposal.15 As 

15 See for example W. Darcy McKeough: Taxation of Corporations and Shareholders, 
( Toronto: Ontario Department of Treasury and Economics), April 1971. 
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a result, integration was not adopted. This Canadian experience in 
tax reform strongly suggests that the existence of the corporate tax 
inhibits tax reform, especially the full taxation of capital gains. 
While the motives of the business community in opposing integra¬ 
tion are somewhat unclear, it appears that these groups prefer 
corporate taxation to a more progressive personal income tax 
system. Actually, the corporate tax makes little sense except on 
grounds of tax revenue expediency and as a means of offsetting 
some of the weaknesses of the personal income tax. The elimination 
of the corporate tax would not only require the taxation of retained 
earnings as ordinary income but also would require the adoption of 
a more comprehensive tax base in order to recapture lost revenue. 

Another apparent reason for the opposition of integration by the 
business community is the view that the corporate tax is shifted and 
is, in effect, a crude excise tax. If this is the case, then what better 
reason for the elimination of a crude excise tax, for then the stated 
objectives of the corporate profits tax are not being fulfilled and we 
should look for other tax means of achieving a more equitable tax 
system. 

Another reason why business and some governments may be 
against a de-emphasis' on business taxation is that greater reliance 
on individual taxation would limit special subsidies and incentives 
that might be given particular industries or firms. The special 
privileges given to particular groups constitute a treat to those who 
benefit from them. Also politicians, for a variety of reasons, may 
wish to favor certain industries, and might also wish to use business 
taxes for counter-cyclical purposes. 

There is, of course, no reason why special industry incentives 
could not be built into the personal income tax. Earnings generated 
in specific industries, would simply be given preferential tax 
treatment. However, the great strength of having to rely on special 
incentives under the personal income tax is that it makes preferen¬ 
tial treatment more visible and thereby necessitates a more careful 
justification of the non-neutral provisions of the tax code. 

Politicians, especially at the local level, may be reluctant to de- 
emphasize business taxes as the tax burdens are more indirect and 
less visible to the typical tax-payer. Many indirect taxes placed on 
business will be shifted, so it is an illusion that taxes on business are 
less burdensome. As I have discussed at some length, the system of 
property taxation is essentially a tax on wealth and yet decentral¬ 
ized, local property tax changes increase or decrease the cost of 
capital to jurisdictions making the tax change. Fiscal conservatives, 
such as Governor Ronald Reagan, have argued that taxes should be 
as visible and “painful” as possible. Whatever one’s political 
persuasion, it is hard to see how liberal democracy is to be 
promoted if politicians encourage tax illusions so as to minimize the 
apparent cost of public services, through heavy reliance on business 
taxation. 

Business taxes imposed by state and local governments are often 
thinly veiled attempts to partially shift the burden of local taxes to 
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non-resident stockholders or to non-resident consumers. Perhaps it 
is somewhat idealistic to oppose such beggar-thy-neighbor policies 
but the overall consequences of such policies in a fragmented 
Federal system are very unattractive. Such policies should, in my 
opinion, be discouraged. Furthermore, business taxes will also 
impede free trade among states. Individual states attempt to collect 
their “fair share of business tax” and in many cases attempt to 
collect taxes on business even though the firm merely has sales 
representatives in the state, or merely transports goods through the 
state. Businesses have been subject to double taxation, and special 
taxes are sometimes imposed on out-of-state business to protect 
local industry. 

Competing claims of different jurisdictions are especially trouble¬ 
some to small businesses which, with smaller staffs and smaller sales 
volumes, may not seek out-of-state business in order to avoid the 
risk of increasing the higher administrative costs associated with 
such taxation. 

Among the possible defenses of business taxation is the considera¬ 
tion of benefits and tax revenue considerations. Although business 
unquestionably benefits from a variety of Federal expenditures and 
local provision of police and fire protection, it is hard to see how 
the current level of business taxation can be justified on the benefit 
principle, unless one is to use rather extreme arguments that the 
defense establishment is maintained primarily for the welfare of 
business. While business should share in the joint cost of police and 
fire protection their share might be better financed through special 
assessments and use charges than through direct taxes. At the local 
level, it is widely recognized that business more than pays for itself, 
and as a result, zoning and other land-use regulations are used as a 
form of competition among jurisdictions to attract business. As a 
result, land with a high opportunity cost is often left idle in the 
hope that it will be developed by industrial-users. 

One of the serious inequities which occurs at the local level is that 
large tax revenues accrue to single communities as a result of the 
location of a large industry. Thus, tax rate differentials and 
differences in the quality of public services will be exaggerated 
between jurisdictions. The installation of a key utility or a large 
manufacturing plant results in arbitrary bonanzas to the communi¬ 
ties in which the facility is installed. 

The elimination of business taxation would, however, place 
considerable stress on many fiscally poor central cities which, 
despite the post-war decentralization of industrial activity, are still 
very dependent on business taxes. Also, the fiscal revival of some of 
the poorest cities, such as Newark and Detroit, seems to depend on 
attracting business and developing the central business district. At 
the same time, the decentralization of business activity has been 
influenced by tax rate differences between the older and newer 
parts of metropolitan areas. 

Even if we do not resort to greater reliance on state and Federal 
aid, it might be possible to dispense with business taxation if it were 
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possible to replace this tax with local income or wage taxes. At the 
same time, many of the criticisms of business taxation can be 
moderated if this tax were imposed only at the state, or even 
Federal, level of government. 

Concluding Remarks 

In this essay I have tried to review our knowledge regarding the 
main effects of business taxation. As indicated above, I believe that 
the emphasis of the conventional arguments against business 
taxation is misplaced, and that the evidence against business 
taxation on growth and incentive grounds is not very convincing. 
The second main point of the chapter is that there are a number of 
other compelling reasons for opposing business taxation or arguing 
for a de-emphasis on this type of tax. Two of the points made were 
that the existence of business taxation seriously inhibits the reform 
of the personal income tax, and that local taxation of business is 
subject to a number of defects. It is highly unlikely, however, that a 
coalition will ever be formed to eliminate, or at least reform, 
business taxation. The business community is unlikely to agree to 
the reform of the personal income tax and capital gains taxation 
which is needed prior to the elimination of business taxation. 
Although the business community in general obviously has a great 
deal to gain from a de-emphasis on business taxes, it is not 
sufficiently committed to horizontal equity in taxation and is 
unwilling to give up a variety of several privileges to make the 
necessary compromises in a comprehensive tax reform. Moreover, 
the more “progressive” elements are sufficiently anti-business in 
their orientation that they are unwilling to move from the present 
system, imperfect and arbitrary as it is. 
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A traditional hypothesis of economic analysis is that the perform¬ 
ance of private firms—their prices and profits—is determined by 
structural characteristics, such as concentration, of the markets in 
which they sell their goods and services.1 The spirit underlying the 
hypothesis is traceable, at least, to The Wealth of Nations and through 
classical and neo-classical economic writing. 

The modern form of the hypothesis, designed to facilitate 
empirical testing, developed in the late 1940’s and early 1950’s out 
of shocked realization that received theory was inadequate for the 
formulation of public policy. With this original stimulus, empirical 
work was initiated, proceeding at first very slowly, but at an 
accelerating pace, it became self-sustaining and seemingly successful. 
By the early 1960’s, the Supreme Court, in landmark antitrust cases, 
was prepared to accept the findings of economists with respect to 
the relationship between concentration, prices and profits on the 
same plane with judicial precedent and legislative history.2 

Even so, controversy has continued to characterize the investiga¬ 
tion of relationships between concentration and performance; with 
even the most basic finding still called into question from time to 
time. There appears, nevertheless, to be an extensive agreement, 
though hardly unanimity, that the empirical work of the last 20 
years has yielded a good return, and that further exploration, 
building on what is now known, is desirable. 

1 See Edward S. Mason, “The Current Status of the Monopoly Problem in the United 
StatesHarvard Law Review, 62, (1949), pp. 1265-1285. 

2 Joseph Broadley, “Oligopoly Power Under the Sherman and Clayton Acts—From 
Economic Theory to Legal Policy,” Stanford Law Review, 19 (1967), pp. 297-98, 303. 

471 



There are, in fact, a number of hypothesized structure-perform¬ 
ance relationships besides those relating concentration to prices and 
profits.3 The focus here, however, will be on such studies. The 
related hypothesis that prices and profits are also determined by the 
structural condition of entry will not be reviewed systematically, 
though clearly it cannot be ignored. 

The original, as well as a good portion of the continuing work in 
this area has been concerned with manufacturing industry. In 
recent years, however, an additional and somewhat independent 
group of studies have developed for commercial banking. The 
findings of both groups will be reviewed and, to a degree, 
integrated. 

Development Of The Modern 
Hypothesis 

The empirical work of Berle and Means4 and the theoretical work 
of Chamberlin5 and Robinson6 in the early 1930’s seemingly 
destroyed the going illusion among economists that the neoclassical 
model of competition was a satisfactory abstraction for predicting 
firm behavior and market performance. Unfortunately for the 
purposes of formulation and implementation of public policy, these 
works substituted nothing comparable. The impact of this deficiency 
was somewhat muted by the depression conditions that prevailed,' 
which suggested that the allocation of resources was a minor 
problem in comparison with the unemployment of resources. But to 
a few the new findings struck a “. . . blow at the concept of 
inherent order in the economic system7 . . . the concept of a system 
of monopoly is self-contradictory and the very negation of every¬ 
thing economics stands for.” 8 At least one well-known economist 
seemed to lose “all hope for an economic order except as provided 
by the state.” 9 

This view, while not universal, was of serious concern. “Doubtless 
economists have been predisposed to believe that competition was 

3 For a good recent review, see Leonard Weiss, “Quantitative Studies of Industrial 
Organization,” in Frontiers of Quantitative Economics, M. D. Intritegator (ed.) Amsterdam: 
North-Holland Publishing Co., 1971, pp. 362-403. 

4 A. A. Berle and G. C. Means, The Modern Corporation and Private Property, New York: 
Commerce Clearing House, Inc., 1932. 

5 Edward Chamberlin, The Theory of Monopolistic Competition, Cambridge, Mass.: Har¬ 
vard University Press, 1932. 

’’Joan Robinson, The Economics of Imperfect Competition, London: Macmillan and Co., 
1933. 

7 J. K. Galbraith, “Monopoly and the Concentration of Economic Power,” A Survey 
of Contemporary Economics, I, Howard Ellis (ed.), Homewood, Illinois: Richard D. Irwin, 
1952, pp. 99-128, 109. 

8 Edward Heiman as quoted by Galbraith, Ibid., p. 110. 

!* Attitude attributed Heinrich von Stackelberg by Galbraith, Ibid., p. 109. 
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collapsing because the neo-classical theory of competition . . . was 
obviously doing so.” 10 

The at least temporary demise of price theory as a legitimate basis 
for public policy soon led, however, to a more practical attitude 
toward what existed than simple despair; a therapeutic approach 
was analytically generalized by J. M. Clark under the term 
“workable competition.” 11 Clark recognized that rivalry among 
privately owned firms, though not necessarily approximating the 
assumptions of pure competition, might nevertheless result in an 
economic performance that was roughly identical to purely competi¬ 
tive expectations. The organizational or structural conditions he 
emphasized as necessary were the existence of close substitute 
products and potential competition. It was not self-evident, how¬ 
ever, that larger numbers and lower concentration need always be 
desirable. 

Agreeably optimistic, Clark’s analysis was well received. Neverthe¬ 
less, the concept of workable competition seemed to produce, as 
Edward Mason said, . . a lot of words . . . without . . . much in 
the way of illumination concerning useable standards relevant to an 
enlightened antitrust policy.” 12 

It was in these circumstances that Joe Bain suggested that 
workable competition be defined in terms of “. . . certain measura¬ 
ble results of the market process, including the rate of profit, the 
size of firms relative to optimum size, and the speed with which 
cost-reducing technical changes were adopted.” 13 Then one could 
probe for associations between such results and their possible 
determinants. 

Such determinants of price and other market results 
might be sought primarily either at the level of character¬ 
istics of market structure (numbers of sellers, etc.) or at 
the level of characteristics of competitive behavior (collu¬ 
sive, price quoting, etc.).14 

He further argued that “. . . the potential association of price 
results to market structure,” deserves primary emphasis as the more 
fundamental determinant.15 In several pioneering studies, Bain 
elaborated the hypotheses to be tested and presented empirical 
results. In 1951, he published work on the relationship between 

10 Corwin D. Edwards, “Can the Antitrust Laws Preserve Competition,” as reprinted 
in Readings in The Social Control of Industry, Philadelphia: The Blakiston Co., 1942, pp. 

1,2. 
11 J. M. Clark, “Toward a Concept of Workable Competition,” American Economic Review, 

1940, pp. 241-256. 
12 Edward S. Mason, “Workable Competition Versus Workable Monopoly,” in Business 

Practices Under Federal Antitrust Laws, Symposium of Section on Antitrust Law, New 
York State Bar Association, 1951, as reprinted in Edward S. Mason, Economic Concentration 
and the Monopoly Problem, New York: Atheneum, 1964, pp. 382-388. 

13 Joe S. Bain, “Workable Competition in Oligopoly: Theoretical Considerations and 

Some Empirical Evidence,” American Economic Review, X., 1950. 

14 Ibid. 
15 Ibid. 
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profit rates and concentration in American manufacturing indus¬ 
tries.16 

The hypothesis tested is based on a model of effectively colluding 
oligopolists who wish, in the long-run, to realize maximum monop¬ 
oly profits, and the supposition that the higher seller concentration 
the greater the likelihood that collusion will be effective. There are 
clearly other determinants of profits besides concentration, includ¬ 
ing other structural factors, such as the condition of entry, and cost 
and demand conditions in each industry. Testing requires that, 
somehow, these other things are held constant. 

Bain sifted through roughly 340 manufacturing “industries” 
reported in the Census of Manufacturers for 1935, and a larger 
number of manufacturing “products” for 1937 for which concentra¬ 
tion data were available, to pick out those industries which might be 
acceptable based on considerations of cross-elasticity in both the 
product and geographic dimensions of the market. The profit 
aggregate to be maintained was defined as sales revenue minus 
contractual costs and imputed interest; or the presumable correlated 
ratio of this profit aggregate-to-sales volume. But ratios of profits- 
to-equity were more readily available from SEC data, and were 
found acceptable. 

Of the industries available, only those for which adequate profit 
data for 1936-40 were also available could be used. The sifting 
process resulted in a sample of 42 industries which could be 
retained for empirical analysis; in these industries there were 335 
leading firms (at least 3 for each industry) whose profits were 
deemed representative. The primary measure of profit used was the 
average profit rate on equity for the years 1936-40. The measure of 
concentration was the proportion of “value product supplied” by 
the first eight firms in each industry in 1935. 

Bain noted that any simple relationship would hold on the 
average even in long-run equilibrium—on the assumption that 
demand, cost and entry differences among industries grouped by 
concentration levels would “average-out.” This hoped for “averag¬ 
ing-out” should also apply to any differences caused by dynamic 
considerations associated with innovation, cyclical fluctuations, etc., 
and also any differences in industry ratios of equity-to-sales brought 
about by the use of data for profit rates on equity. 

Bain found “no conclusive indication” of any simple continuous 
relationship between concentration and profit rate. However, he 
observed “. . . a rather distinct break in the average profit-rate 
showing at the 70 percent concentration line,” 17 with higher profits 
rates above than below 70 percent. 

Bain’s reservation to this finding stemmed principally from 
inadequate and possible non-representative data; he suggested that 
“. . . we have a very provisional and tentative hypothesis for 
further testing. Should it be further verified, we may be on the 

16 Joe S. Bain, “Relation of Profit to Industry Concentration: Ame’rican Manufacturing, 

1936-1940,” Quarterly Journal of Economics, LXV, 1951, pp. 293-324. 
17 Ibid., pp. 313-314. 
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road to an answer to the question of what is a . . . ‘workable’ 
number and size distribution of sellers . . 18 

Bain also provided the initial test of the condition of entry as a 
determinant of profit rates.19 The significance of potential competi¬ 
tion in curbing market power had long been recognized.20 But Bain 
independently formulated the theory of “limit pricing”21; and tied 
it to observable “barriers to entry.” He then tested for a relationship 
between the heights of entry barriers and profit rates in manufac¬ 
turing industries in the United States.22 

Bain’s test this time involved a group of 20 industries and 
included only those in which the 4 firm concentration ratio was 25 
percent or higher. His data covered the periods 1936-1940, and 
1947-1951. As in his earlier study, he used profit data for the 
leading firms in each industry, this time on the argument that these 
would tend to have the maximum advantage over potential en¬ 
trants. He divided the industries into categories based on his 
evaluation of the overall barrier to entry in each industry and 
found a “. . . distinct cleavage in average profit rates between 
industries with ‘very high’ entry barriers and all others. . .” 23 

In addition, his post-war data tended to confirm his earlier 
finding with respect to the relationship between profit rates and 
concentration. Cross classification of his data for highly concen¬ 
trated industries (those where the largest 8 firms accounted for 70 
percent or more of output), further suggested that both the 
condition of entry and concentration had independent effects on 
profit rates.24 

Subsequent Tests Of The Hypotheses 

Following Bain’s work, a number of years went by before 
concentration-profit rate hypotheses were subjected to serious 

Ibid., p. 324. 
19 Joe S. Bain, “A Note on Pricing in Monopoly and Oligopoly,” American Economic 

Review, 39, 1949, pp. 448—464; Joe S. Bain, Barriers to New Competition, Cambridge: 
Harvard University Press, 1956. 

20 See, for example, J. B. Clark, Essentials of Economic Theory, New York: The Macmillan 

Co., 1907. 
21 According to the theory of limit pricing there is some price above which new entry 

into an industry will occur. The level of this “limit price” above the competitive price 
is determined by the importance of certain structural barriers to entry, i.e., advantages 
of established firms over new entrants, traceable to economies of scale, product dif¬ 
ferentiation, and the absolute level of the long-run average cost curve. If barriers are 
high, the limit price wll be high and excess profits may be earned without attracting 
new entry. This result assumes, of course, that other structural and behavioral conditions 
in the industry lead to effective collusion among existing firms. For an analysis of the 
contributions of Bain and Sylos Lambini, see Franco Modigliani, “New Developments 
on the Oligopoly FrontJournal of Political Economy, 1958, pp. 215-232. 

22 Bain, Barriers to New Competition, op. cit., p. 196. See also Joe S. Bain, “Economies 
of Scale, Concentration and the Condition of Entry in Twenty Manufacturing Industries," 
American Economic Review, 44, 1954, pp. 15-39. 

23 Ibid., pp. 196-197. 
24 Ibid., pp. 199-201. 
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testing. Thus, in 1959, Schwartzman could state that, “The only 
systematic test of monopoly theory is J. S. Bain’s, which showed that 
industries in which the eight leading firms accounted for more than 
70 percent of value product were characterized by higher profit 
rates than other industries.” 25 

Schwartzman undertook to test the hypothesis that the ratio of 
price-to-average variable cost is higher in monopolistic than in 
competitive industries, and that, in monopolistic industries, the ratio 
will vary inversely with the degree of monopoly.26 His findings 
tended to confirm those of Bain’s, with respect to a dichotomous 
relationship. His break at a 4-firm ratio of 50 percent was clearly 
consistent with Bain’s 8-firm ratio of 70 percent. 

Other early empirical studies included those by Levinson,27 
Sato,28 Fuchs,29 Weiss,30 and Stigler.31 Of these only Stigler’s, in 
which no direct relationship between concentration and profit rates 
could be found, raised questions about Bain’s early findings.32 

It should be noted that, with these major studies in hand by 1963, 
the Supreme Court was sufficiently persuaded of a relationship 
between concentration and profits to attempt to integrate this 
economic finding into its interpretation of Section 7 of the Clayton 
Act.33 The development of some statistical evidence to distinguish 
between “workable” and “non-workable” competition, and the 
integration of this evidence with statutory prohibitions by the 
Supreme Court, encouraged further work, and also controversy. 
The number of statistical studies relating concentration to profits 
and prices mushroomed. One recent commentor has counted over 
30 tests of some form of the profit-determination hypothesis since 
1959, and has observed that “. . . the number seems to be 
accelerating . . .” 34 

Recent studies have been characterized by regression analysis 
which permits the simultaneous consideration of a number of 
variables, including market structure and non-market structure 

25 David Schwartzman, “The Effect of Monopoly on Price,” The Journal of Political 
Economy, LXVII, 1959, pp. 352-362. 

26 Ibid. 

27 H. M. Levinson, Post-War Movements of Prices and Wages in Manufacturing Industries, 

Study Paper No. 21, Joint Economic Committee, U.S. Congress, January, 1960. 
28 K. Sato, “Price-Cost Structure and Behavior of Profit Margins,” Yale Economic Essays, 

1, 1961, pp. 360-425. 

29 V. R. Fuchs, “Integration, Concentration and Profits in Manufacturing Industries,” 
Quarterly Journal of Economics, 75, 1961, pp. 278-291. 

30 Leonard Weiss, Average Concentration Ratios and Industrial Performance, The 
Journal of Industrial Economics, XI, 1963, pp. 237-254. 

31 George Stigler, Capital and Rates of Return in Manufacturing Industries, Princeton, 
N.J.: Princeton University Press, 1963, Ch. 3 in particular. 

32 Stigler, op. cit., p. 67-70. However, Stigler did find indirect evidence of such a 
relationship based on the dispersion and stability of rates of return in concentrated 

and unconcentrated industries, and in a subsequent study presented further theoretical 
and empirical evidence of a relationship consistent wth Bain’s finding. George Stigler, 
“A Theory of Oligopoly,” Journal of Political Economy, LXXII, (1964), pp. 44-61. 

33 U.S. vs. Philadelphia National Bank, et. al., 374. U.S. 321, 1963. 

34 Weiss, “Quantitative Studies of Industrial Organization,” op. cit., p. 364. Not included 
in this observation are the substantial number of structure-performance studies in banking 
since 1964. 
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factors, and experimentation with different forms of the hypothes¬ 
ized relationships. Of much interest, however, is the continued 
evaluation of Bain’s original analysis. This will be discussed in the 
next section. This will be followed by a review of other studies in 
manufacturing and banking. 

Replications And Some Extensions Of 
Bain’s Investigation 

Expanding Bain’s 1956 sample to 30 manufacturing industries, 
and taking the period 1950 to 1960 for observation, Mann was able 
to replicate Bain’s results.35 Again relying on classification, he found 
that high concentration (the top 8 firms having 70 percent or more 
of industry output) exerted a direct effect on the average profit 
rates of dominant firms in each industry and, using cross classifica¬ 
tion, found that “very high barriers to entry’’ also exerted a direct 
and independent effect.’’ 36 

K. D. George, using the same body of data as Mann, found 
evidence that the rate of industry growth, a proxy for changes in the 
level of demand, was also related to profit rates.37 Of interest was 
his utilization of a regression model in which the concentration 
variable was combined with dummies for entry barriers. He found 
that only when concentration was combined with “very high entry 
barriers” was concentration significant.38 His equations explained 
about three-quarters of the variation among profit rates and his 
combined “concentration—very high entry barriers” variable (CR 
in his equation 3) suggested that a 10 percentage point difference 
in concentration in the presence of “very high barriers” was 
positively associated with a more than 1 percentage point difference 
in profit rates.39 

3o H. Michael Mann, “Seller Concentration Barriers to Entry and Rates of Return 
in Thirty Industries, 1950-1960,” Review oj Economics and Statistics, XLVII, 1966, pp. 
296-307. 

36 Ibid., pp. 298-300. 

37 K. D. George, ‘‘Concentration Barriers to Entry and Rates of Return,” Review of 
Economics and Statistics, 30, 1968, pp. 273-75. 

38 Ibid., p. 274. Theoretically, it would seem more appropriate to use concentration 
dummies and a continuous variable for entry; but the latter has rarely been attempted. 
See Leonard Weiss, “Quantitative Studies of Industrial Organization,” op. cit., pp. 376-77. 

39 Ibid., George’s equation (3) is reproduced as follows: 

P = 4.78 + .28G + .04C + .12CR \ 
(1.50) (.07) (.03) (.06) 

- ,04CR9 - 4.99R, - 3.44 R^ 
(.05) “ (4.49) (3.18) 

where P=profit rates, G = rate of growth, C=concentration, and Rj and R2 are 0-1 
dummies representing “very high” and “substantial” barriers to entry respectively. The 
combination of CR[ eliminates all concentration ratios except with “very high” barriers 
and CR2 eliminates 11 ratios except with “substantial” barriers. For a similar analysis 
see Weiss, “Quantitative Studies of ndustrial Organization,” op. cit., p. 376. 
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More recent reworking of the Bain and Mann data by Weiss, 
using a model similar to George’s.40 and by Qualls, using “excess 
returns on sales” rather than returns on equity as the dependent 
variable,41 have yielded the now familiar result. 

The reproduction of Bain’s results for later time periods, and a 
growing body of similar studies with different data but coming to 
similar conclusions (a number of which are discussed in the next 
two sections) produced a considerable degree of confidence in the 
underlying theory and the statistical approach to testing the 
hypothesis. The conclusion, seemingly shared by most, was that the 
statistical studies had adequately supported the hypothesis that 
concentration is a significant determinant of profit rates; and 
though the magnitude of its effect appears small, there is sufficient 
reason to believe the effect may be considerably underestimated.42 

In the past few years, (it would almost seem associated with the 
growing acceptance of this view), there has developed a serious 
disagreement as to the validity and conventional interpretation of 
these findings, and with regard to their seeming implication for 
antitrust policy. 

As noted above, in 1963 Stigler found little support for the 
hypothesis that highly concentrated industries have a higher rate of 
return than others. He has remained skeptical of the studies finding 
support for the hypothesis and its usefulness in developing antitrust 
standards.43 Some economists have argued that a statistical relation¬ 
ship between concentration and profits need not be interpreted as 
resulting from the exercise of market power.44 Among other 
reasons, the causal relationship might involve a third variable, such 
as risk,45 or the causal direction could be just the reverse of that 
postulated, with higher profits leading to higher concentration.46 It 
has even been argued that the hypothesis that concentration has an 
effect on prices and profits cannot be derived from existing 
theory.47 

A recent extensive attack on the methodology and interpretation 
of the concentration-profit studies has been undertaken by Yale 

40 WEISS, “Quantitative Studies of Industrial Organization,” op. cit., p. 376. 
41 David Qualls, “Concentration, Barriers to Entry, and Long-Run Economic Profit 

Margins,” The Journal of Industrial Economics, XX, 1972, pp. 146-158. 
42 For a recent statement of what I take to be a “concensus view” see Weiss, op. cit., 

pp. 365-371. 

43 See the Report of the Task Force on Productivity and Competition, (Stigler Report), 1969, 
as reprinted in Antitrust Law and Economics Review, 2, 1969, pp. 13—52, 26. 

44 See for example, Yale Brozen, “Significance of Profit Data for Antitrust Policy,” 
The Antitrust Bulletin, XIV, 1969, pp. 119-139; and Eugene M. Singer, “Industrial 
Organization, Price Models and Public Policy,” American Economic Review, Papers and 
Proceedings, 1969, 1970, pp. 90-99, esp. 92-93. 

45 Brozen, op. cit., p. 128. 
46 Singer, op. cit., p. 99. 

4' Hardold Demsetz, “Why Regulate Utilities,” The Journal of Law and Economics, XI, 
1968, pp. 55-65. 
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Brozen.48 He initially argued that there are a variety of possible 
explanations for the correlations found, including (1) the account¬ 
ing understatement of capital and overstatement of earnings in 
highly concentrated industries; (2) a positive relationship between 
risk and concentration; and (3) the existence of a disequilibrium 
situation, resulting from increases in the optimum scale of opera¬ 
tions, leading perhaps to increased concentration, and, temporarily, 
to high profits.49 He then supported the last mentioned hypothesis 
with an analysis of industry profit rates over time. He found that 
the rank correlation between concentration and profit rates for 
Bain’s original group of industries deteriorated to statistical insignif¬ 
icance between 1936-40 and the 1960’s.50 

Presenting and reviewing his data in a subsequent article, he 
concluded that: 

Whether or not concentration declined, and whether or 
not the industries were more or less concentrated, most 
above average return industries suffered a decline in their 
accounting rates of return . . . the rates of return 
observed by Bain in his concentrated industries were not 
at equilibrium levels and were not an appropriate test of 
his hypothesis.51 

Brozen has analyzed the “Stigler Study” (1964) and “Mann Study” 
data in a similar fashion and has reached similar conclusions.52 With 
respect to Mann’s cross classification of concentration and entry 
barriers, he found: 

Even when only the “high barriers” group among the 
highly concentrated industries is examined, the same 
benavior of rates of return over time is exhibited . . . Out 
of seven above average return industries in the eight 
placed in the highly concentrated-high barriers group by 
Mann, five decline between 1950-1960 and 1961-1966. 
The mean rate of return for the whole group declines 
from 16.1 percent to 13.1 percent between the two 
periods . . . 

48 Yale Brozen, “Significance of Profit Data for Antitrust Policy: op. cit., Yale Brozen, 
“The Antitrust Task Force Deconcentration Recommendation,” The Journal of Law and 
Economics, XIII, 1970, pp. 279-292; and Yale Brozen, “Bain’s Concentration and Rates 
of Return Revisited,” The Journal of Law and Economics, XIV, (1971), pp. 351-369. See 
also Yale Brozen,v “Concentration and Market Disequilibria,” The Antitrust Bulletin, 
XVI, 1971, pp. 241-256, and John T. Wanders, “Profits and Antitrust Policy: The 
Question of Disequilibrium,” The Antitrust Bulletin, XVI, 1971, pp. 249-256. 

49 Brozen, “Significance of Profit Data for Antitrust Policy,” op. cit., pp. 126-130. 
Brozen’s from a variety of sources, including Federal Trade Commission reports. See 
Brozen’s articles. 

50 Ibid., p.130. Brozen’s data were obtained from a variety of sources, including Federal 
Trade Commission reports. In particular, see “Bain’s Concentration an Rates of Return 
Revisited,” op. cit., pp. 354, 367-369. 

51 Brozen, “The Antitrust Task Force Deconcentration Recommendation,” op. cit., 
pp. 286, 288. 

52Ibid., pp. 288-292. 
53 Ibid., p. 292. 
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In investigating why such “above normal profit” disequilibrium 
conditions should have been abnormally distributed among concen¬ 
trated industries, Brozen has concluded that Bain’s original sample 
was biased.54 He lays the blame on Bain’s selection of industries (as 
will be recalled, only 42 of the 340 “industries” were found 
useable), and also on the selection of firms used to represent profit 
rates for each industry. 

Many small, concentrated industries . . . and many profit¬ 
able, unconcentrated industries had only one or two firms 
on the SEC list. This caused them to be rejected by Bain’s 
method of sample selection.55 

Moreover, he contends that the use of large firms created a bias 
in the calculation of rates of return. In a disequilibrium situation 
due to the introduction of larger scale technology, large firms may 
be expected to earn more than small firms until the appropriate 
economic adjustments occur. 

If such (concentrated) industries were short of long-run 
equilibrium, the larger firms would earn higher rates of 
returns than small firms and higher than long-run equili¬ 
brium rates of return. They would earn higher rates of 
return while selling products at as low or lower prices 
than small firms or offering products and services equal 
or superior to those of small firms because of their 
efficiency.56 

Absent such disequilibrium conditions in unconcentrated industries, 
large firm rates of return would be representative. In such a 
situation, the use of the leading firms in each industry to represent 
industry profit rates would bias upward the correlation between 
profit rates and concentration. 

Brozen presents profit rate data for leading and other firms in a 
number of Bain’s “concentrated” and “unconcentrated” industries 
(1956 study).57 In “concentrated” industries, the leading firms more 
frequently had higher profit rates than others. In “unconcentrated” 
industries the leading firms more frequently had lower profit rates 
than others. 

If Bain’s 1956 sample was representative of the 1951 
forty-two industry sample, then the returns in concen¬ 
trated industries may nave been overstated by two or 
three percent and those in the unconcentrated industries 
may have been understated by one or two percent. These 
biases could account for the entire 4.4 percent difference 
found between the two groups.58 

Brozen concludes that the statistical correlation between concen¬ 
tration and profit rates is simply an artifact of sampling error; 

54 Brozen, “Bain’s Concentration and Rates of Return Revisited,” op. cit., p. 353. 
55 Ibid., p. 362. 
56 Ibid. 
57 Ibid., pp. 362-65. 
58 Ibid., p. 365. 
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further, where high profit rates do exist, they will tend to disappear 
over time as is to be expected under competitive conditions. 

There have been several comments on Brozen’s analysis.59 Wen¬ 
ders concedes that above-normal profits in concentrated industries 
have dissipated over time, implying a movement of resources into 
such industries.60 He has also considered the possibility that the 
decline is due to differential industry growth rates, but has rejected 
this explanation.61 

MacAvoy, McKie and Preston, however, have questioned the 
relevance and accuracy of Brozen’s analysis, stressing industry 
comparability problems over time, the absence of complete profit 
data for industries, and the likelihood that leading firms in 
concentrated industries have become highly diversified, making 
their reported profit rates unrepresentative.62 They have also 
argued that the hypothesis to be tested is that industries with high 
and stable concentration persist in showing above average profit 
rates. They have presented data for a small group of such 
industries which they interpret as consistent with this hypothesis.63 

Brozen has found none of these objections persuasive. As noted, 
he found that even in Mann’s high-barrier, high concentration 
industries, profit rates declined between their 1950-60 and 1961-66 
averages. He interpreted this finding as meaning that “barriers 
facilitate entry.” 64 He has suggested that MacAvoy, McKie and 
Preston have seriously misinterpreted their own data since profit 
rates for the high-stable concentrated industries they present have, 
in fact, converged toward the mean for all manufacturing indus¬ 
tries.65 

Brozen’s findings are impressive. They are based on a plausible 
hypothesis for which some reasonable support has been developed. 
The extent of their importance, however, is as yet unclear; and 
unresolved questions remain. 

Even if Bain’s original industry and firm selection were seriously 
flawed, this bias alone does not explain the repeated findings of a 
relationship between concentration and profits or prices using other 
samples of manufacturing industries and firms, and in several 

09 H. Michael Mann, “A Note on Barriers to Entry and Long-Run Profitability,” The 
Antitrust Bulletin XIV, 1969, pp. 845—853; Yale Brozen, “Barriers Facilitate Entry,” The 
Antitrust Bulletin, XIV, 1969, pp. 851-854; John T. Wenders, “Deconcentration Recon¬ 
sidered,” The Journal of Law and Economics, XIV, 1971, pp.485-488; Yale Brozen, “Decon¬ 
centration Reconsidered: Comment,” The Journal of Law and Economics, XIV, 1971, pp. 
489—491; P. W. MacAvoy.J. W. McKie, and L. E. Preston, “High and Stable Concentration 
Levels, Profitability and Public Policy: A Response,” The Journal of Law and Economics, 
XIV, 1971, pp. 493-499; Yale Brozen, “The Persistence of ‘High Rate of Return’ in 
High-Stable Concentration Industries,” The Journal of Law and Economics, XIV, 1971, 
pp. 501-512. 

60 Wenders, op. cit., pp. 485-486. 

61 Wenders, “Profits and Antitrust Policy: The Question of Disequilibrium,” op. cit. 
92 MacAvoy, McKie and Preston, op. cit., pp. 494-95. 
63 Ibid., pp. 495-98. 

64 Brozen, “Barriers Facilitate Entry,” op. cit., pp. 

65 Brozen, “The Persistence of ‘High Rates of Return’ in High-Stable Concentration 
Industries,” op. cit., p. 50. 
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studies of commercial banking to be discussed below. Moreover, the 
well-known objections to the deficiencies of measured concentration 
and accounting profits also apply to Brozen’s changes over time; 
while Brozen argues that the measurement problem would normally 
tend to result in an overstatement of any relationship between 
concentration and profits, others have argued there is a serious 
understatement.66 Plausible arguments have been developed on 
both sides of this issue, but it is not possible to weigh the 
possibilities to determine their net effect. 

As noted, Brozen found that even in Mann’s high concentration- 
high barrier industries, profit rates have converged on the mean. 
But if, in fact, the adjustment process is, as Brozen visualizes, the 
reallocation of productive capacity among firms, this result should 
not really occur in these industries. The deterioration of reported 
profit rates in these industries suggest that they have been 
misclassified, and/or that firms in the industry do not engage in 
limit pricing, or that some other unspecified factor is important. 

Finally, there is other important evidence of a significant positive 
relationship between concentration and prices (rather than profits) 
in a number of banking studies. If the disequilibrium hypothesis is 
correct and applicable to banking, then prices should be either 
unrelated or negatively related to concentration. If it is not 
applicable, then the relationship found must be explained in the 
conventional manner. But if the conventional explanation holds in 
banking, why would it not hold in manufacturing? 

Other Statistical Studies In 
Manufacturing 

Recent statistical studies of the relationship between concentration 
and profit rates in manufacturing industries have introduced a 
variety of independent variables aimed at taking account directly of 
demand and cost conditions and other characteristics of market 
structure. Some have also redefined the dependent variable, while 
others have introduced additional measures of concentration. 

The use by Bain of profit rates on equity rather than on sales has 
been the subject of some debate. Bain’s original analysis, based on 
comparative static analysis, suggested that long-run profit rates on 
sales would be a closer approximation to monopoly power than 
profit rates on capital. He used profit rates on equity because “it 
was there.’’ However, it is not clear that in the long run corpora- 

66 See Marshall Hall and Leonard Weiss, “Firm Size and Profitability,” Review of 
Economics and Statistics, XLIX, 1967, pp. 321—22, and Weiss, “Quantitative Studies of 
Industrial Organization,” op. cit., pp. 369-71; and for banking studies, see Jack M. Gut- 
tentag and Edward S. Herman, Banking Structure and Performance, New York: New York 
University, Institute of Finance, (1967), pp. 80ff. 
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tions will aim at maximizing profit margins rather than profit rates 
on some measure of capital.67 

Collins and Preston studied the relationships between concentra¬ 
tion and “price-cost margins” in 2 and 4 digit SIC industries for 
1958 and 1963.68 In general, their tests of the hypothesis confirmed 
the previously found significance of concentration. Holding capital/ 
output ratios constant, they also found that the strength of the 
concentration-margin relationship increased between 1958 and 
1963, and a substantially stronger association in consumer goods’ 
than producer goods industries. Their model provides a greater 
degree of explanatory power using “price-cost margins” than using 
rates of return on equity.69 

The traditional concentration measure has been the proportion of 
industry output (as measured by value of shipments) controlled by 
the largest 4 or 8 firms. Other measures of concentration have also 
been introduced. In an earlier study, Stigler provided theoretical 
reasons for using the Herdindahl index and presented some 
empirical results suggesting a relationship between it and profit 
rates.70 Other concentration variables, have also been tried in 
statistical analyses. Richard Miller has, for example, presented 
evidence of a negative relationship between a “marginal concentra¬ 
tion ratio” (the share of the market output accounted for by the 4th 
to the 8th largest firms) and profit rates.71 While of considerable 
potential significance, both for policy purposes and because of the 
use by Bain and others of the 8-firm ratio as a proxy for market 
power, this finding has been disputed.72 

Kelly and Parker have suggested that a significant positive 
relationship should exist between the market share of each individ¬ 
ual firm relative to its major competitors in the market.73 The 
reasoning is that “relative market share” will capture the degree of 
product differentiation within consumer goods industries built up 
over the years, and possibly scale economy advantages as well. Some 
evidence to support this hypothesis for food manufactuimg firms 
was found.74 

67 See Weiss, op. cit., pp. 366-67; Hall and Weiss, op. cit., pp. 320-21. 
68 N. R. Collins and L. E. Preston, Concentration and. Price-Cost Margins in Manufacturing 

Industries, 1968, Berkeley, California: University of California Press, and “Price-Cost 
Margins and Industry Structure,” Review of Economics and Statistics, LI, 1969, pp. 271-86. 

69 For a critique of this result, see Weiss, “Quantitative Studies of Industrial 
Organization,” op. cit., pp. 366-68. 

70 Stigler, “A Theory of Oligopoly,” op. cit. 
71 R. A. Miller, “Marginal Concentration Ratios and Industrial Profit Rates: Some 

Empirical Results of Oligopoly Behavior,” Southern Economic Journal, XXXIV, 1967, pp. 
259-267. 

72 Collins and Preston, “Price-Cost Margins and Industry Structure,” op. cit., pp. 274-77 
and R. A. Miller, “Marginal Concentration Ratios as Market Structure Variables,” The 
Review of Economics and Statistics, 53, 1971, pp. 289-93. See also, Weiss, “Quantitative 
Studies of Industrial Organizations,” op. cit., p. 373. 

73 William H. Kelly, On the Influence of Market Structure on the Profit Performance of 
Food Manufacturing Industries, Staff Report to the FTC, Washington, D.C.: U.S. GPO, 
1969, p. 10; Russell C. Parker, “Structure of Food Manufacturing,” Report of National 

Commission on Food Marketing, June, 1966, pp. 202-209. 
74 Ibid., p. 32. 
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A number of additional independent variables beside concentra¬ 
tion classifications for overall barriers to entry have been tested 
within the multiple regression framework. Hall and Weiss found the 
reciprocal of the log of firm size to be negatively related to profit 
rates.75 Holding constant changes in industry output over the 
previous 5 years . . to allow for changes in demand and/or costs 
of production . . they found that both concentration and firm 
size, (from which they infer the capital requirements barrier) were 
significant determinants of profit rates, but that the latter was more 
important. They concluded that their . . results point more 
toward an attack on capital market imperfections than to (tradi¬ 
tional) antitrust programs.” 76 

Commonor and Wilson found the advertising/sales ratio to be an 
important determinant of profit rates in consumer goods indus¬ 
tries.77 Fisher and Hall found an appropriately defined measure of 
risk also to be directly related to profit rates;78 and Kamerschen 
found “change in control” as distinguished from type of corporate 
control to be a significant variable.79 Kelly and Parker also 
introduced measures for firm diversification or conglomeration in 
the study of food manufacturing industries.80 This variable was 
found to be significantly related to profit rates, but with a negative 
sign.81 The meaning of this finding is unclear.82 

Banking Studies 

Long before the early merger movements in manufacturing in the 
United States had generated concern about market power in the 
hands of private industrial firms, there was intense concern about 

70 Marshall Hall and Leonard Weiss, “Firm Size and Profitability,” Review of Economics 
and Statistics, XLIV, (1967), pp. 319-331. 

76 Ibid., pp. 323, 330. 
77 William S. Commonor and Thomas A. Wilson, “Advertising, Market Structure and 

Performance,” The Review of Economics and Statistics, XLIX, 1967, pp. 423-440. 
78 I. N. Fisher and G. R. Hall, “Risk and Corporate Rates of Return,” The Quarterly 

Journal of Economics, LXXXIII, 1969, pp. 79-92. In an exchange with Caves and Yarney, 
Fisher and Hall recognized an inter-relationship over time between industrial structure 
and risk and extended their earlier regression analysis to include concentration, industry 
growth, size of firm and industry among other variables. See I. N. Fisher and G. R. 
Hall, “Risks and Corporate Rates of Return: Reply,” The Quarterly Journal of Economics, 
85, pp. 518-22. The explanation of profit rate differences was unproved, but concentra¬ 
tion was not found to be significant. 

79 David R. Kamerschen, “The Influence of Ownership and Control on Profit Rates,” 
American Economic Review, LVIII, (1968), pp. 432-46. 

80 William H. Kelly, and Russell C. Parker, op. cit., pp. 13-15. 
81 Ibid., pp. 33-34. 

82 See Blake Intel and Peter Halmberger, “Estimation of Structure-Profit Relationships 
with Application to the Food Processing Sector,” American Economic Review, LXI, 1971, 

pp. 614-626. Imel and Helmberger have also shown that the combination of individual 
firm data and market characteristic data applicable to groups of firms in the same 
regression analysis can result in misleading results and in inflation of t-vlalues. However, 
applying more appropriate techniques (“generalized least squares”) to data for food 
and tobacco manufacturing firms, they found concentration to be an important variable 
in explaining differences in profit rates. 
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market power in the hands of commercial banks. It is not surprising 
that in a country in which, throughout much of its early history, 
demand for loanable funds outran supply, that banking structure 
and behavior has been an issue of continued political interest. 

Shortly after the development of modern theories of imperfect 
competition, L. V. Chandler showed their applicability to commer¬ 

cial banking.83 But the calamity that had struck the financial system 

in the Great Depression overwhelmed any concern with matters 

such as excess profits, collusive price fixing, and price discrimina¬ 
tion for about a quarter of a century. Government regulation, 

aimed at preventing failures, tended to encourage “cooperation” 

rather than competition. It was not until the early 1960’s, following 

a large scale merger movement and the passage by Congress of the 

Bank Merger Act, that an extensive interest in the structure of 

banking markets and the performance of commercial banks again 

developed.84 
In studying “Chicago Banking” in 1960, Schweiger and McGee 

collected information for interest rates and other terms on bank 

loans in various cities.85 The data was collected by “shopping” for 

loans of a standard type, consumer installment loans, which 
provided for a uniform “product”. It was found that rates were 

relatively high in areas of high banking concentration.86 

The Schweiger and McGee study suggested some of the distin¬ 

guishing characteristics of structure-performance investigations in 
banking. Banking studies have typically related structural character¬ 
istics (such as concentration) to “prices” for particular services (such 

as interest rates on consumer or small business loans), rather than 

to profit rates. The banking studies have generally involved cross 

sections of local markets for the same industry rather than cross 

sections of different industries in national markets. 
The use of interest rates rather than profit rates stems from 

several considerations: (1) commercial banks are multiple product 
firms “producing” in a large number of geographic and product 
markets, some of which are highly competitive and some of which 

are oligopolistic in varying degrees; since it is not possible to isolate 

profits generated from particular markets, an alternative measure 

of market power is preferable; (2) this consideration aside, reported 

profit data for commercial banks can be and probably are quite 

unrepresentative of market power, and would be so even in long- 
run equilibrium. This is the case for a variety of reasons, including 

economically unrealistic accounting procedures, and the tradition, 

perhaps now changing, of realizing some potential profits in a more 

relaxed way of life; and (3) finally, an alternative measure of market 
power, the “interest rate” charged or paid, is a standardized 

83 L. V. Chandler, “Monopolistic Elements in Commercial Banking,”/ouma/ of Political 
Economy, XLVI, (1938), pp. 1-22. 

84 However, see David A. Alhadeff, Monopoly and Competition in Banking, Berkeley, 
California, University of California Press, (1954). 

85 Irving Schweigher and John S. McGee, “Chicago Banking,” The Journal of Business, 
XXXIV, (1961), pp. 255-71. 

86 Ibid., p. 260. 
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measure available for important distinguishable markets on a 
sufficiently reliable and continuous basis. This does not mean that 
the available interest rate data is, by any means, ideal. The most 
readily available “gross” data, which averages rates across many 
different types of loans or deposits, has been seriously criticized.87 
Moreover, it is well known that other terms of loan agreements are 
also quite important, especially because there are explicit loan “tie- 
ins” with other bank products. 

Cross sections of local geographic markets are required because 
important services such as small business loans and checking 
deposits are sold in local markets; and banks, among all financial 
institutions, dominate these markets. Concentration is generally 
high and numbers generally low in local markets; whereas at the 
regional and national level, there are numerous commercial banks 
and concentration is relatively low. In consequence, the impact of 
collusive oligopoly should be found, if anywhere, in local markets. 

While there are these differences, the model is essentially the 
same as that applied in manufacturing. Cost and demand condi¬ 
tions, as well as structure, are normally viewed as determinants of 
“price.” And on occasion, other relevant variables reflecting govern¬ 
mental regulation and the “customer relationship” have been added. 

The initial systematic effort to determine the relationship between 
market structure variables in banking and interest rates was that of 
Edwards.88 Using the Federal Reserve Business Loan surveys of 
1955 and 1957, Edwards investigated small business loan rates in 49 
metropolitan areas. He related a measure of concentration, and 
several variables to hold constant demand and cost conditions, to 
rates on business loans to borrowers in three separate borrower-size 
categories ranging from under $50 thousand in assets to $1 million 
in assets. He reported that loan rates tended to be higher where 
concentration was greatest in 1955, but not in 1957. His coefficients 
suggested that in 1955 a 10 percent increase in concentration will 
on average increase loan rates by only 6 basis points. He also found, 
as was to be expected because of borrower mobility, that as the size 
of the business borrower increases, the effect of concentration on 
loan rates diminishes.89 

As noted, Edwards failed to find a relationship between concen¬ 
tration and interest rates in 1957. But he did find that change in 
loan rates, which were rising between his two survey dates, was 
inversely related to concentration.90 He inferred that the greater 
increase in markets of low concentration was sufficient, by 1957, to 

87 See Charles Taylor, “Average Interest'Charges, The Loan Mix, and Measures of 
Competition: Sixth Federal Reserve District Experience,” The Journal of Finance, XXIII, 
(1968), pp. 793-804. 

88 Frank R. Edwards, Concentration and Competition in Commercial Banking: A Statistical 
Study; Research Report to Federal Reserve Bank of Boston No. 26 (1964); and Franklin 
R. Edwards, “Concentration in Banking and Its Effect on Business Loan Rates,” The 
Review of Economics and Statistics, XL VI, (1964), pp. 294-300. 

89 Edwards, “Concentration in Banking and Its Effect on Business Loan Rates,” op. 
cit., pp. 296-97. 

90 Ibid., pp. 297-99. 
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eliminate the significant differences observed in 1955. One possible 
explanation of this phenomena, for which some evidence was 
presented, was that “loan rate ceilings” on loans to small borrowers 
tended to repress the rise in rates in concentrated markets during 
the cyclical upswing between the two survey dates.91 

Serious objections to the Edward’s findings were raised by 
Flechsig.92 He found that the measure of concentration employed 
by Edwards was related to regional differences in interest rates, and 
showed that the introduction of regional dummy variables elimi¬ 
nated the relationship reported between concentration and business 
loan rates for 1955.93 

The “regional effect” on interest rates, and its relationship to 
concentration proved, however, not to be as serious an objection as 
initially believed. A study by Kaufman for counties in Iowa also 
found a small but statistically significant relationship between 
concentration and interest rates; clearly no “regional effect” was in 
evidence here.94 Similarly, Bell and Murphy studied the relationship 
between concentration and service charges on checking deposits in 
New England metropolitan areas, and found a small but significant 
relationship in the expected direction.95 Phillips, moreover, sug¬ 
gested that such difference as existed in the various studies might 

91 Ibid., pp. 299. There have been similar findings with respect to the concentration- 
profit relationship not holding up well in years of peak economic activity, presumably 
because even firms in low concentration industries may earn high profits, and narrow 
the differences, during such years. See Weiss, “Quantitative Studies of Industrial 
Organization,” op. cit., pp. 366. It is conceivable that a lag in administered price increases 
in concentration industries may serve a function similar to institutionalized “ceilings” 
on bank rates; or, in the absence of “ceilings,” the same kinds of lags would exist in 
banking. 

92 Theodore G. Flechsig, “The Effect of Concentration on Bank Loan Rates,” The 
Journal of Finance, May 1965, pp. 298-311 and Banking Market Structure and Performance 
in Metropolitan Areas, Washington, D.C.: Board of Governors of the Federal Reserve 
System, (1965). A second study by Edwards of banks in 36 metropolitan areas in 1962 
included “change in population, 1950-60” as a “regional demand variable.” (His initial 

study of small business loan rateshad found “percentage change in manufacturingemploy- 
ment for each metropolitan area, 1950-1955” a useable proxy for demand). His regressions 
again showed a significant but small relationship between concentration and interest 
rates. However, the demand variable was as highly correlated with concentration as 
with the dependent variables, and he was concluded that the coefficients were suspect. 

See Franklin R. Edwards, “The Banking Competition Controversy,” The National Banking 
Review, III, (1965), pp. 1-34. Of interest also is his Appendix C which discusses the 
institutional reasons underlying a negative relationship between concentration and 
demand for commercial banking services. 

93 Flechsig, Banking Market Structure and Performance in Metropolitan Areas, op. cit., pp. 
53-64. 

94 George Kaufman, “Bank Market Structure and Performance: The Evidence from 
Iowa,” The Southern Economic Journal, XXXII, (1966), pp. 429-39. However, a recent 

study, similar to that of Kaufman’s for Texas, found little relationship between concentra¬ 
tion and Loan rates. See Donald R. Fraser and Peter S. Ros, “More on Banking Structure 
and Performance: The Evidence from Texas,” The Journal of Financial and Quantitative 
Analyses, 6, 1971, pp. 601-11. Interestingly enough, they found a weak relationship 
between concentration and loan rates in 1967, when monetary policy was relatively 
easy, and no relationship in 1966, a year of inflation and intense monetary restraint. 

95 F. W. Bell and N. B. Murphy, “The Impact of Market Structure on the Price 
of a Commercial Banking Service,” The Review of Economics and Statistics, LI, (1969), 

pp. 210-13. 
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be traceable to the implicit weighting involved in the use of average 
interest rate data.96 This weighting tends to permit large loans, 
generally involving lower interest rates, to dominate the averages 
for the dependent variable; if the relative importance of large loans 
among local markets is related to concentration, then regression 
results will be unreliable. In “. . . moving generally toward the 
use of fewer and fewer aggregative interest rate data, toward the 
introduction of additional variables to remove loan-size effect, and 
toward replication to remove the effects of different loan mixes 
during the reporting periods,” Phillips found a significant concen¬ 
tration effect, with a 10 percentage point increase in concentration 
normally yielding a 7 to 8 point increase in interest rate basis 
points.97 

Another early study finding significant relationships between 
concentration and various bank interest rates was by Horvitz and 
Shull.98 Performance and structure characteristics of 106 unit banks 
in 106 “isolated” non-metropolitan one- and two-bank towns were 
investigated. It was found that the number of banks, and therefore 
concentration, was significantly related to interest rates paid on time 
deposits; and the state branch banking law (permitting (1) or not 
permitting (0) new entry into the town by branching) also was 
significant, and positively related to interest rates on time deposits. 
The latter variable was interpreted as a proxy for potential 
competition.99 

A more recent study by Jacobs relied on survey data collected 
from 160 banks in 107 metropolitan areas in 1966.100 The 
questionnaires produced about 8000 business customer profiles. 
The distinguishing characteristic of this study is its attempt to use a 
better measure of bank pricing than the gross interest rates or 
simple contract rates used previously. Jacobs makes the quite valid 
point that . . the observed prices of individual products is 
affected by the package of services purchased by the customer,” and 
that “. . . customers compensate banks with three types of pay¬ 
ment: interest on loans, deposit balances, and fees.”101 

Using concentration and type of branching law as structural 
variables, Jacobs also included a large number of specific borrower 
and loan characteristics of individual loans, and other demand and 
cost proxies such as population changes, bank size, and regional 
dummy variables. Interestingly enough, his results with respect to 
the significance and effect of concentration are very close to those 
of Edwards and Phillips.102 A 10 percent increase in concentration 

96 Almarin Phillips, “Evidence on Concentration in Banking Markets and Interest 
Rates,” Federal Reserve Bulletin, (1967), pp. 916-926. 

Ibid., p. 919, 923. 

98 Paul M. Horvitz and Bernard Shull, “The Impact of Branch Banking on Bank 
Performance,” The National Banking Review, III, 1964, pp. 143-188. 

99 Ibid., pp. 173-178. 

100 Donald Jacobs, Business Loan Costs and Bank Market Structure, New York: Occasional 
Paper 115, National Bureau of Economic Research, Columbia University Press, (1971). 

101 Ibid., p. 4. 
102 Ibid., p. 58. 
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(from the mean) has the effect of raising small business loan rates 
about 4-5 basis points.103 

As in the manufacturing studies, then, the typical finding in 
banking has been a significant but weak positive relationship 
between concentration and bank rates. In both manufacturing and 
banking studies, however, a good deal of variation is normally left 
unexplained. 

While it is not obvious that fuller explanation would increase the 
concentration coefficients, this remains a possibility. In a recent 
paper, as yet unpublished, Edwards and Heggestad attempt a test of 
the hypothesis that potential profits from market power are realized 
by avoiding risk. They find an appropriate measure of risk to be 
negatively related to concentration in banking markets.104 They 
have not, however, been able to distinguish between differential risk 
preferences of management and the ability of banks with market 
power to take advantage of more favorable market opportunities. 
To the extent the former underlies the finding, and is generally 
valid, an additional reason for the underestimation of concentration 
coefficients in banking and manufacturing studies is identified. 

New Entry And Market Performance 

While statistical studies using regression techniques have, in 
recent years, been the focal point of investigations into the 
relationship between concentration, profits and prices, a number of 
studies have been attempted to trace through directly the effects of 
observable structural changes (implying changes in concentration) on 
performance, or trace back from observable changes in performance to 
previous changes in structure. 

Several of these studies have found that accomplished entry by new 
rivals (implying a reduction in levels of concentration, among other 
things), has seemingly resulted in lower “prices.” Motter and Carson, 
for example, found that the new entry of established New York City 
banks through branching in Nassau County, following a change in state 
branching law, resulted in lower rates on consumer installment 
loans.105 Weiss found that “(e)ntry of new banks was crucial to the 

103 It should be noted that Jacobs’ calculation is in terms of percentage changes in 
concentration, not percentage point changes, as was Edwards’ and Phillips’. His 4-5 basis 
point estimate would be sightly higher in terms of percentage point changes in concen¬ 
tration. See Edwards’ review of Jacobs’ study in The Journal of Finance, 27, (1972), pp. 
974-75. 

104 Franklin R. Edwards and Arnold A. Heggestad, “Uncertainty, Market Structure 
and Performance: The Galbraith-Caves Hypothesis and Managerial Motives in Banking,” 
unpublished manuscript. The Edwards-Heggestad finding might be usefully contrasted 
with Brozen’s suggestion that “(r)isk itself, a reason for higher concentration,” implying 
that risk and concentration should be positively, not negatively associated. Brozen, “Sig¬ 

nificance of Profit Data for Antitrust Policy,” op. cit., p. 128. 
105 David C. Motter and Deane Carson, “Bank Entry and the Public Interest,” The 

National Banking Review, (1965), pp. 469-512. 
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introduction of NSC plans (no service charge checking) in many areas 
and to their geographic spread.” 106 Weiss has observed that: 

Many communities . . . would not have . . . NSC plans today 
wereitnotforthecharteringof new banks. Relatively small firms 
inany oligopolistic marketare the ones mostlikely to start“price 
wars”. . .Realpricecompetitionseemslesslikelytoappear. . . 
Where existing banks are roughly of similar size or character.109 

Parker, in a staff report to the FTC, found that discounting by 
large food chains in the Washington, D.C. metropolitan area was 
traceable to the new entry of Lucky Stores, a West Coast chain, into 
the market.108 He traced this event to the restrictive FTC merger 
enforcement policy which sustained potential competitors and 
redirected the efforts of large chains from external to internal 
expansion.109 

In a recent study of de novo entry by newly chartered banks into 
isolated market areas served by one-to-three existing institutions, 
Fraser and Rose found that “(t)he entry of new banks . . . exerted 
a profound impact upon the performance of existing banks.” 110 
Entry apparently produced a substantial reallocation of credit 
toward local borrowers and away from U.S. Government securities. 
Though no data is provided, there is a strong implication (not 
drawn by Fraser and Rose) that interest rates on local loans to small 
business (properly adjusted for other terms of the loan contract) 
declined. Similarly, the ratio of time to total deposits increased 
considerably where entry occurred; and interest payments on time 
deposits became a relatively more important cost.* * 111 

There is a sharp contrast between the significant but quite small 
effects of concentration on profits and prices found through 
regression analysis of cross section data, and the dramatic effects on 
performance over time observed in studies of structural change 
involving new entry and implying changes in concentration, some¬ 
times to minor degrees. There may be several reasons for these 
different results. Data problems aside, the level of concentration as 
typically defined may be simultaneously too broad and too narrow a 
proxy for structure to permit regressions to yield realistic estimates 
of structural effects on performance. Concentration may be too 
broad in the sense that three-, four- or eight-firm ratios hide 

106 Steven J. Weiss, “Commercial Bank Price Competition: The Case of “Free” Checking 
Accounts,” New England Economic Review, Federal Reserve Bank of Boston, September/ 

October 1969, pp. 3-22, 20. 
107 Ibid., pp. 20-21. 
108 Russell Parker, Discount Food Pricing in Washington, D.C., Washington: Staff Report 

to the Federal Trade Commission, U.S. Government Printing Office, (197.1), pp. 14-16. 
109 Ibid. 
110 Donald R. Fraser and Peter S. Rose, “Bank Entry and Bank Performance,” The 

Journal of Finance, 27, (1972), pp. 65-78, 74. 
111 Ibid., pp. 74-76. Interestingly enough, the often used gross measures of performan¬ 

ce; i.e., the average interest rate charged on all loans, and paid on all time and savings 
deposits, did not reflect these changes; this finding again casts doubt on their usefulness 
as measures of performance. Nor did measures of bank profit rates reflect the changes 
that took place. 
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significant differences in the relative importance of the leading 
firm. Concentration may be too narrow in that it ignores the 
relative importance of the competitive fringe completely, and, as 
suggested by the entry studies, the existence of recently entered 
firms. 

There is another sense in which the typical concentration ratio 
may be too narrow a proxy for structure. The entry studies, tracing 
effects on performance over time, suggest that perhaps the threat 
of change itself associated with the introduction of “outsiders” into 
a concentrated market may exercise an important independent 
influence on performance. Thus when, on the basis of regression 
coefficients, the differences are estimated in average profit or 
pricing performance for firms in industries with low and high 
concentration ratios (the latter differing by 60 percentage points or 
more) it is frequently implied and sometimes virtually stated, that 
the 90 percent concentrated industry would soon perform like the 
30 percent concentrated industry were its concentration ratio to fall 
to 30 percent, other things being equal. But this, and similar 
interpretations of the regression coefficients over less extreme 
ranges, ignores the impact of the developing structural change itself 
on performance. Any meaningful reduction in concentration would 
take place over time. As the change developed, uncertainty with 
respect to future change (and opportunities) would also develop. 
Given uncertainty as to relative market power in the future, serious 
disruption to established modes of behavior (in particular, with 
respect to pricing policy) could occur. In either or both events, the 
impact could be to reduce the effectiveness of collusion and 
promote competition beyond the degree implied by regression 
coefficients. 

It should be noted, in this regard, that the regression coefficients 
for concentration are based on a static theory of collusion, and their 
values are determined by a cross section of markets presumably in 
structural equilibrium. They do not purport to measure the effects 
of transition from one equilibrium state to another. In consequence, 
neither the role of uncertainty (which, in some respects, J. M. Clark 
considered a “remedial imperfection”) 112 nor the disruptive effects 
of new entrants and transitions on “interfirm organization” 113 are 
encompassed. 

Structure, Performance And Public 
Policy 

By the early 1960’s, the interpretation of Section 7 of the Clayton 
Act was closely attuned to one major thrust of economic analysis 
relating concentration and performance. The “Merger Guidelines” 

112 Clark, “Toward a Concept of Workable Competition,” op. cit. 
113 See Almarin Phillips, “A Theory of Interfirm Organization,” The Quarterly Journal 

of Economics, LXXIV, (1960), pp. 602-613. 
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issued by the Justice Department in 1968 reflected the importance 
of concentration in horizontal mergers and the importance of 
potential competition in conglomerate mergers. 

Further, the “Neal Report” to President Johnson in 1968 recom¬ 
mended, among other things, the enactment of a “Concentrated 
Industries Act” with the objective of reducing 4-firm concentration 
ratios of 70 percent and over to under 50 percent in all major 
industries within a period of four years.114 The Report based this 
recommendation, in large part, on the concentration-profit studies 
that “. . . found a close association between high levels of 
concentration and persistently high rates of return on capital, 
particularly in those industries where the largest four firms account 
for more than 60 percent of sales.” 115 

In early 1969, another White House Task Force reported to 
President Nixon on the same issues (the “Stigler Report”).116 
Among other things, this Report took issue with deconcentration 
proposals: 

Concern with oligopoly has led to proposals ... to 
deconcentrate highly oligopolistic industries. . . . We 
cannot endorse these proposals on the basis of existing 
knowledge . . . the correlation between concentration and 
profitability is weak, and many factors besides the number 
of firms in a market appear to be relevant to their 
competitiveness.117 

The Stigler Report also found the Justice Department Merger 
Guidelines to be overly restrictive. However, it thought them to be 
“models of restraint compared to those (policies) promulgated by 
the (Federal Trade) Commission, which are as hard on economic 
theory as on mergers.” 118 

Fundamental disagreements of this sort about the reliability and 
significance of research findings for public policy do occur on 
occasion in economics. Clearly, this disagreement cannot be resolved 
here. However, it should be noted that the case for using 
concentration or changes in concentration (or perhaps some other 
relatively simple measure of structure) does not rest entirely on the 
findings of statistical studies using regression technique. It is 
necessary to consider the alternatives, their potential costs and 
benefits. In this framework, the continued emphasis on concentra¬ 
tion in antitrust policy does have some advantages, unsatisfactory as 
it may be as a proxy for structure, and uncertain as economists may 
be as to the true relationships between structural characteristics and 
performance. These advantages are worthy of brief discussion. 

First of all, a structural measure such as concentration, in contrast 

114 Report of the White House Task Force on Antitrust' Policy, July 5, 1968, Appendix 
A, as reprinted in Antitrust Law and Economics Review, 2, (1968-69), pp. 65-76. 

115 Ibid., p. 28. No specific studies are cited. 

ln> Report of the Task Force on Productivity and Competition, 1969, as reprinted 
in Antitrust Law and Economics Review, 2, 1969, pp. 1-52. 

117 Ibid., p. 26. 
118 Ibid., p. 23. 
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to behavioral and performance standards, is simple and straightfor¬ 
ward, facilitating understanding of the law and the timely disposi¬ 
tion of cases. Secondly, there is a body of empirical evidence 
indicating a relationship between concentration and performance, 
and some reasonable likelihood that the low concentration coeffi¬ 
cients are underestimates. Thirdly, antitrust standards based on 
concentration are likely to have beneficial side-effects. Such stand¬ 
ards tend to preclude the elimination of potential entrants in 
industries characterized by regional or local markets. And, as noted 
above, actual entrants have had important impacts in markets 
characterized by collusion. 

The chief objection to the use of concentration as a standard for 
antitrust policy would seem to be that it might forestall improve¬ 
ments in efficiency through larger scale operations. But at this point 
in time, there seems to be as much or more disagreement with 
respect to the likelihood of this occurring as there is with respect to 
the concentration-profits hypothesis. 

Conclusions 

The effort to distinguish workable from unworkable competitive 
situations over the last 25 years has resulted in a substantial body of 
work on the relationship between concentration, profits and prices. 
Both through studies of manufacturing industries and of banking 
markets, a good deal of evidence has accumulated in support of the 
hypothesis that concentration does have a positive influence on 
profits and prices. Regression analysis has suggested, however, that 
the effect is not very great; this result has been found both in 
manufacturing and banking studies. Moreover, there is evidence, to 
suggest that at least some of the important studies yielding this 
result have been flawed by inadequate data and deficient samples. 
This evidence, however, is not so strong as to require that the 
hypothesis be rejected; critical elements of empirical support 
remain. 

Beyond the question of the existence of a relationship, there is 
still important unresolved questions regarding the form of the 
relationship; e.g., whether it is dichotomous, continuous or some 
other. It may well be that the relationship differs considerably from 
industry to industry, depending on other characteristics of each 
particular industry’s structure, specific institutional arrangements, 
and traditional behavior patterns. For example, there would be 
good reason to believe that any kink in the concentration-perform¬ 
ance relationship in banking would occur at lower levels of 
concentration than in food retailing. In the former case, coopera¬ 
tion was encouraged for many years by governmental policies, and 
appropriate behavior patterns became strongly entrenched. 

It seems reasonable to believe that concentration alone as a proxy 
for structure, which in turn is viewed as a determinant of market 
performance is not fully adequate for purposes of antitrust policy. 
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Both theory and empirical work indicate that the condition of entry 
is inextricably linked to whatever effects concentration has. Further, 
studies tracing the impact of newly entered firms in specific markets 
have frequently reported a more dramatic impact of this structural 
change on competitive behavior than would be suggested by- any 
change in concentration alone. Among other things, it may well be 
that the number of firms, or the existence of relatively new firms 
has an independent effect on performance; or that threatened 
change in numbers and concentration itself, in contrast to expected 
stability, may have such an effect. 

With all the difficulties that remain, it would still seem that 
considerable progress has been made over the past 20 years. It 
appears that the best approach would not be to abandon concentra¬ 
tion as a standard for antitrust policy, but to supplement it as better 
information on structure-performance relationships become availa¬ 
ble. 

U.S. GOVERNMENT PRINTING OFFICE: 1973 0-517-885 

494 



. 

in,, . 
. 





V 




